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Market Profile™ is a form of technical analysis that 
was jointly developed by renowned trader and author 
J. Peter Steidlmayer and the Chicago Board of Trade. 
Over the years, this unique tool has helped traders gain 
an unparalleled understanding of the markets, as well 
as find profitable trading opportunities within them. 
Simple in concept, yet complex in detail, Market 
Profile 171 ' organizes a number of market elements into 
a rapidly understood graphic form —revealing trading 
opportunities other methodologies miss. 

In the first edition of this classic guide to Market 
Profile™, Steidlmayer introduced traders to this 
revolutionary new way of reading and trading the 
markets. Now Steven Hawkins returns to update and 
revise Steidlmayer’s concept of Market Profile™ 
within the context of today’s fast-paced markets. 

Steidlmayer on Markets: Trading with Market 
Profile ™, Second Edition lays the foundation for 
understanding and implementing the Market 
Profile™ methodology by providing background 
information based on Steidlmayer’s experiences as a 
commodities trader, and showing how he developed 
his ideas and learned to apply them successfully 
within the markets. 

Hawkins moves on to fully discuss this groundbreak¬ 
ing approach to trading the stock, options, and 
futures markets. 

In-depth insights and expert advice will teach you: 

• How to make sound trading decisions using 
the Market Profile™ and Liquidity 

Data Bank approach 

• The newest methods in volume analysis, 
including On Floor Information (OF1) and 
Volume @ Time 

• How to recognize the “Steidlmayer 
distribution” —a trading concept that serves as 
the basic building block from which all market 
activity develops 

• How to formulate a game plan and fine-tune 
your strategy 

• And much more 
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Kullv updated and completely revised to reflect 
today's ever-clianging economic environment, the 
new edition of Steidlmayer on Markets combines 
practical guidelines for learning how to read and use 
the markets with the underlying principles of how 
markets work. Filled with helpful tables and charts, 
and timely new chapters, this book is the most com¬ 
prehensive guide to trading w>th Market Profile™. 

J. PETER STEIDLMAYER joined the Chicago 
Board of Trade in 1963, and has been an independ¬ 
ent trader ever since. Mr. Steidlmayer served on the 
Board of Directors for the Board of Trade from 1981 
to 1983. While a director, he was responsible for 
initiating Market Profile™ and the Liquidity Data 
Bank, which were revolutionary concepts in data 
arrangement and trading information. He has com¬ 
municated his highly successful trading ideas to 
traders all over the world through his books and 
courses. He has dedicated the last ten years to devel¬ 
oping software to improve the performance of traders 
and refining his market theory. 

STEVEN B. HAWKINS has been involved in the 
markets throughout his professional career. He has 
acted as an institutional broker and analyst to some of 
the largest investment banks and trading houses in the 
world. His trading experience entails proprietary trad¬ 
ing in stocks and commodities. Over the past ten 
years, Mr. Hawkins has instructed traders in the 
United States, Europe, Australia, Canada, Singapore, 
and Hong Kong. He has also collaborated on the writ¬ 
ing of trading books and has written articles for indus¬ 
try trade publications. Hawkins graduated from the 
University of Illinois with a degree in economics. 
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“I recall Pete Steidlmayer's pioneering work with the futures markets in the 1980s, in 
particular his discovery of‘the natural organization of the market’ in accordance with 
the price/time relationship: Price + Time = Value. In this important new work, Pete 
takes us on a journey from his childhood discovery of the key concepts of order and 
personal control, to his early days developing Market Profile 1 ' 1 at the CBOT, to his up- 
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visionaries in their field. Timeless organization of market data allows Market Profile 1 ' 1 
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long-term success.” -William Griffo 
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ISBN 0-47L-BISSb-E 













More Critical Praise for 

Steidlmayer on Markets, Second Edition 


“It is a well known fact that Pete Steidlmayer codified the Mar¬ 
ket Profile and presented it to the world. In terms of applying the 
profile to real-time trading, no one has more insight than Steve 
Hawkins. If you want to understand the nuances of market be¬ 
havior and what it takes to be a great trader, then you had better 
buy this book." 

Gerard de Condappa 
Floor Trader 
SIMEX 

Former Member of CBOT & Mid-America Futures Exchanges 


"Steidlmayer on Markets is a technically proficient, insightful, 
and thoroughly educational read. . .. And today's challenging fi¬ 
nancial markets require innovative and dynamic analysis such 
as 'market profile'. For the financial market novice or profes¬ 
sional trader Steidlmayer on Markets should be on the list of re¬ 
quired reading materials." 

Joseph Stewart 

Global Head IR/FX Technical Strategy 
UBS Warburg 


"An important and comprehensible update on an intriguing sys¬ 
tem. I don't know of any magic bullets in trading, but this sys¬ 
tem definitely provides an edge. It offers a tremendous amount 
of information on what the market is doing, the more time and 
energy you put into it, the more you get out of it." 

Josh Stiles 

New York Research Director and Senior Strategist 
IDEAglobal 
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and understanding. 
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FOREWORD 


A chart is a communication vehicle. Its purpose is to com¬ 
municate what is transpiring at point A (trading pit) to an ob¬ 
server at point B (some distant location). One can look at any 
charting system (e.g., bar, point and figure, candlestick) as a lan¬ 
guage. Each was developed to communicate market condition to 
an observer. The language of trading has its own vernacular. Ex¬ 
amples include: "it feels heavy here," or "it feels like we have 
more to go." Market Profile is the product of a professional floor 
trader's ability to communicate the pit trading experience sym¬ 
bolically in chart form. Here is how this is accomplished. 

The standard 30-minute bar chart automatically moves to 
the right to start a new bar every 30 minutes. The horizontal di¬ 
mension in this chart is automatic—dictated by chronological 
time, not market activity. The involuntary nature of this action 
inhibits the ability of the bar chart to communicate market ac¬ 
tivity in the horizontal. This limitation is analogous to trying to 
communicate detail or nuance using only nouns and verbs but 
no adjectives or adverbs—less than adequate communication. 

Market Profile has no chronological restriction. It expands 
horizontally only when prices repeat. Horizontal expansion of 
the chart reflects only market activity, never chronological ac¬ 
tivity (the passage of time). Market Profile more clearly illus¬ 
trates to the trader a new directional move beginning in a dead 
market or a directional move losing momentum. The feel of the 
market is objectively illustrated using the horizontal dimension. 

Visual focus = Accurate communication = Better trade identification 

Jim Mayer—President 
Mayer Investments 
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Section I 


The Steidlmayer Method 




Chapter 1 

EARLY LESSONS 


The most important element in becoming a successful trader is 
having a sound background consisting of a strong base of knowl¬ 
edge acquired from being active in the markets through time. 
Building this background is in some ways the easiest and in 
other ways the most difficult thing for a trader to accomplish. 
Trading experiences, observations of all kinds, a focus on what is 
most important, and a clear understanding of business principles 
are all necessary ingredients in a strong trading background. 
Awareness and patience are also required to further develop 
one's background. Without a sound background, one's trading 
cannot be consistently successful. With it, one can develop clear, 
correct ways of thinking and confidence in one's trading judg¬ 
ment. In today's fast-moving world, some traders try to bypass 
the crucial first step of developing a sound background, and then 
rationalize the lack of background for the rest of their careers. 

But the opportunity to develop the needed background is al¬ 
ways there. I would like to share the background that underlies 
my own understanding of the markets. The experiences that 
went into building it are varied and required a lot of time and 
hard work. If you can learn the principles that these experiences 
illustrate, you will find that the same principles figure in your 
own experiences as a trader. I think you will also learn some 
things about today's markets. 


Trust and Freedom 

In my formative years, from 1944 until I completed high school 
in 1956,1 gained both education and knowledge. Education pro- 
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vides a foundation and method for learning, but knowledge 
comes through experience. Thus, a lot of knowledge develops on 
a subconscious level. I was not aware of this subconscious learn¬ 
ing process when I was growing up, but in later years I found that 
I had a large storehouse of knowledge to draw on to gain a good 
understanding of any subject. I had stored in my subconscious a 
database of real knowledge that came from varied experiences. 

I grew up on a ranch in California and much of my early 
learning came from being exposed to the family business. Skill 
was greatly respected in my family, but more important than 
skill was integrity. People who were disloyal, dishonest, or un¬ 
trustworthy were not needed regardless of how skilled they 
might be. If my family was doing business with someone who 
turned out to be untrustworthy, we stopped doing business with 
him or her no matter how rewarding the deal might appear to be 
on an immediate basis. We used this principle to avoid major 
losses in the future, and I stick by this principle to this day. 

In my family, no one was condemned for making mistakes. 
We understood that all knowledge came from making mistakes. 
This idea became dominant as I ventured out into the world and 
got bumped occasionally. "That was a good experience," my par¬ 
ents would say. "Learn from it and go forward." 

My parents did not criticize or analyze the mistakes we boys 
made. We did that on our own. The burden of facing up to our mis¬ 
takes and learning from each experience was on our shoulders. 
Patience was always stressed because it reflected and developed 
our inner self-confidence. We were not expected to show quick 
results; it was understood that "slow and steady wins the race." 

My parents encouraged me to take my time to find a profes¬ 
sion that I enjoyed rather than one they would like me to pursue. 
The object was to do things and to find out what I could and 
could not do—then I would be able to make choices for the fu¬ 
ture. Later I learned about the American Indian practice of 
putting a young man of 11 or 12 years old out alone on a moun- 
taintop or in the desert to spend several days searching for the 
meaning of his life. The revelation might come through a sign or 
perhaps through a dream. Either might reveal the young man's 
destined path. I was raised in the same spirit, and it has become 
an important part of my background as a trader. 
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Home was a base from which we could venture and a sanctu¬ 
ary 7 to which we could always return. My parents assured us that 
we would always be welcome to stay with them no matter how 
bad things were. But we were responsible to ourselves, to those 
surrounding us, and to the community. If we ever violated that 
trust, we might lose our sanctuary. Success was viewed as tem¬ 
porary. We were encouraged not to get too excited when things 
went well or too depressed when things did not, but to remain 
emotionally balanced. Time was the most important measure¬ 
ment of all. A person or an idea had to stand the test of time. New 
ideas and dreams were not disregarded, even if they did not work 
out. They were considered opportunities for learning and growth. 

The Importance of Fixing the Gate 

When I worked for my father, I learned not to run away from a 
problem and to finish what I started. Our philosophy was to do 
the job once and do it right. My father never understood why 
people would fail to recognize a problem or, if they did, why they 
would not deal with it unless forced to. We had many wooden 
gates on our ranch, and from time to time they would need re¬ 
pair. When our ranch hands went through a broken gate, they 
would open and close it without stopping to fix it. By contrast, 
my father would fix the gate then and there. That was his way. 

Years later, when the markets changed in 1969, the trading 
method I had developed no longer worked—it was "broken." Al¬ 
though I was trading in the markets every day, I did not want to 
face the reality of the broken gate. Once I realized that I was run¬ 
ning away from the problem, just as the ranch hands had ignored 
the broken gate, I motivated myself to stop and correct the prob¬ 
lem. I also learned from my father the importance of the last 10 
percent of any job. He always said that this was the most impor¬ 
tant part of any task—the part that required the greatest disci¬ 
pline. This final effort separates success from failure,- it separates 
the person who always has 10 projects 90 percent done from the 
person who successfully finishes each task. It separates the 
many climbers who reach the 25,000-foot level on Everest from 
the few who reach the summit. 
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The same philosophy applies to trading. The willingness to 
follow through on a task marks the difference between those 
who are almost successful and those who achieve their goals. In 
my family, we also learned to recognize the abilities of others. 
Some people have more talent than you, others less. Do not com¬ 
pete outside yourself; try to be the best you can within your own 
abilities. But learn from observing yourself and the many types 
of people around you. 

The Secrets of Order and Control 

In August 1946, when I was 7 years old, my father and I were 
moving a tractor from our valley ranch to our ranch in Nevada. 
As we reached the foothills around 4 p.m., about 4 hours from our 
destination, we got a flat tire and stopped at a tire shop in 
Orville, California. In those days, truck tires were complicated 
to take apart and put back together, so at about 4:50 they were 
still working on it. My father was anxious to get on with the trip. 
The mechanic wanted to quit work at 5:00, so both men wanted 
to get the job done. I watched them take the tire apart trying to 
put it together again and again, emotionally beating at the tire 
with a hammer and swearing at it. Finally, I piped up, ''Why 
don't you put the tire back together the opposite way you took it 
apart?" I can still see the mechanic's face as he turned his head 
toward me—his face covered with dirt and sweat—and said, 
"Well, how is that, sonny?" I proceeded to tell him how, and 5 
minutes later we were on our way. 

I learned that by watching you could perceive a sense of or¬ 
der. Emotions and impatience do not produce results—observa¬ 
tion and understanding do. I have found the same to be true in 
trading. When working the land, there was pride in the different 
chores we were given. A job had to be done according to stan¬ 
dards that were acceptable to our parents and to the ranch. More 
importantly, it had to meet our own standards first, before we 
even showed anyone the completed job. In my family, your job 
was you—a reflection of your standards. The full-time ranch 
workers did a good job with the income-producing crops, but not 
as well with the fill-in jobs, which kept them occupied during 
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slack times. One of these jobs was irrigating the back pasture. 
You could not get water across the back pasture because it had 
never been leveled. If you were irrigating a bean or corn crop, 
which was planted on level ground, you were expected to make 
sure water got over every inch. But everybody slacked off on the 
fill-in jobs because no one ever checked them. But when I was 
asked to irrigate the back pasture, I designed a system of dams to 
get water all over the field, which had never before been fully ir¬ 
rigated. No one ever knew, but that did not matter because I got 
personal satisfaction out of doing it. I realized that if I stayed 
within the accepted standards for the job, I would not learn any¬ 
thing. By stretching myself beyond the standards, forcing myself 
to do more, I learned a lot. 

Another experience taught me to have confidence in my abil¬ 
ities and to take control of a situation. I was riding with our dogs 
on the back edge of a trailer that my dad was pulling behind the 
pickup truck. We were moving down a rugged road at about 25 
miles an hour. Suddenly, the trailer hit a bumpy stretch of the 
road, and I realized that I could not hang on because there was no 
place to grip on the back of the trailer. I pictured myself falling off 
the truck onto the rocky road. I could see that if I fell, I would 
probably break my arms and possibly die. I panicked. I started to 
scream, and the dogs began to bark, but my dad could not hear 
over the noise of the pickup and the rattle of the bounding trailer. 

Fortunately, I figured out a way to avoid disaster. By lifting 
my body off the truck with my arms and tilting my weight back 
toward my head, I was able to absorb the bounce in my arms and 
keep my balance. I rode that way for about three-quarters of a 
mile, until we got to the shop. I never told my father about this 
experience, although I had been really scared by it. I learned not 
to accept disaster. In this episode I fought off disaster with my 
brains and my muscles and I gained confidence in my own abil¬ 
ities as a result. 


Looking Beyond the Self 

One Saturday when I was about 11, I wanted to hunt ducks. It 
was a rainy day with a strong south wind, and there were ducks 
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and geese all over the ranch. My brothers and I had to move 
about 1,500 sheep from one ranch to another before I could go 
hunting. My father warned me not to cut across the fields with 
the sheep. But as we proceeded, I grew more and more anxious to 
go hunting because we were passing right by the ducks and 
geese. Finally, I told my brothers that we should take the sheep 
across the field to get to the other ranch faster. As we approached 
the middle of the field, about 150 sheep got stuck in the mud. If 
you can image 150 sheep up to their bellies in mud—each weigh¬ 
ing more than I did—you know what we were dealing with. 

Normally the ranch hands got off at noon on Saturdays, but 
not that week. Everyone worked until 3 p.m. pulling sheep out of 
the mud—I was too small to move them myself. No one com¬ 
plained, but I realized that my selfish interest had given a lot of 
people a lot of extra work. From that experience I learned not to 
put myself first. 

To me, success in trading also requires unselfishness. When 
you are in the pit, you have an obligation to other traders and 
brokers in the pit to contribute to the well-being of the market¬ 
place, not just to seek your own profit. The marketplace comes 
before you or any other individual trader. 


Glimpses of Markets at Work 

Observing the ranch hands trading in used guns and cars and my 
father trading in land, equipment, and crops taught me to take 
advantage of situations rather than letting them take advantage 
of me. At harvest time, my father was not speculating for big 
gains. Fie wanted a fair price for his crop to make a normal profit 
for his work and his capital investment. If the price at harvest 
time was fair, he sold. If he felt the price was not fair, he held and 
stored the grain. 

When buying, my father wanted a fair price as well. I re¬ 
member going with my father shopping to buy all the groceries 
for the camp. He knew the price of everything, and he always 
bought sale items. If the price was too high he would not buy; he 
would substitute or go without. He had a list of what he thought 
each item should cost, and he would check off the list when he 
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got to the counter to make sure they did not make any mistakes 
in adding up the bill. 

When my father had the option of buying some used farm 
equipment, he behaved just as the ranch workers did when 
they were buying a used car. If the car was undervalued, they 
would buy it; if it was overvalued, they would not. At the cat¬ 
tle sales, my father would say, "You can make a lot of money 
just being a sharp buyer. But if you overpay, there's no way to 
get it back." I learned that if you pay more than fair value for 
something, time is against you; but if you underpay, time is on 
your side. This became the underpinning of my approach to 
trading commodities. 

My father had one rule in buying property: 6 months or a year 
after you buy the property, your neighbor should be willing to 
pay what you paid for it. That was his measurement of value. He 
was an optimistic man, but one imprinted by the experience of 
the Depression. Although he went out of his way to avoid debt, 
he could see that in the postwar world values were changing, 
making it necessary to use debt judiciously. He knew that the fo¬ 
cus of the ranch should not be on daily operations, but on land 
acquisitions. So he would never borrow to finance daily opera¬ 
tions, but he would use credit to buy land. 

In buying property, my father had different time frames, dif¬ 
ferent needs, and different motives, depending on the situation. 
He once planned to buy a ranch with his brothers at an auction. 
It was a sealed-bid auction, at which everybody had the right to 
raise the bid 10 percent. On our way to the auction, he told me 
that the other people there would have more money than he did 
and that he would have to scare them out of the auction if he 
hoped to get the land. To do so, he bid a lot higher than what peo¬ 
ple thought the land was worth so there would not be any after¬ 
auction rebids. 

When his bid was announced, a hush fell over the crowd. 
Many of the farmers in the area told my father that they would 
sell him their land at that price. No one else tried to raise the bid, 
and my father accomplished his goal. A good broker or trader 
does the same thing. Many times, they use a higher-than-normal 
price to attract traders, realizing that in the short term they were 
overpaying, but later that price would be a good one. 
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In another instance, my father acquired a piece of property by 
playing a waiting game. He felt that nobody else was going to 
buy the property so he had plenty of time. The attorney for the 
estate dickered over the price for a year and a half, but my father 
knew that the estate had to sell it. He gambled on the chance 
that no one else would buy it, and he won. He got the property 
for about 40 percent less than the original asking price. Again, 
the relationship of market conditions to value and to the buyer's 
and seller's needs was critical. My father was always prepared. 
He always had a game plan. 

When he started ranching back in 1916, he knew what he 
was going to buy and how he was going to accomplish his plan. 
He had the patience to do it over time. He knew when to move 
quickly and when to move slowly. I was always after him to buy 
other pieces of property that were outside his game plan. But he 
never would. He always refused to buy marginal properties be¬ 
cause he felt that he should never buy anything bad or sell any¬ 
thing good. 

My father explained these ideas to me, and although I had 
had no previous market experiences of my own, I began to see 
the difference between buying a used car, buying a gun, buying a 
piece of land, or selling crops. These were all different markets, 
and depending on the needs of the individual, there were differ¬ 
ent ways to approach each market applying the same principles 
of value to different conditions. 

There was a wool buyer who came up from Stockton, Cali¬ 
fornia, to buy the tag ends of the pelts and the wool that was not 
sold at shearing. My father noticed that every time the buyer 
came up, the wool market would pick up. He asked the wool 
buyer about this and Mr. S. explained, “That's what I'm in busi¬ 
ness for." This was the first inkling I had that markets could be 
read and understood. My father was aware that Mr. S. had a dead¬ 
line from which he was operating. The wool market was active 
only a couple of times a year. If my father did not sell his wool 
to Mr. S. within the deadline, he would miss the opportunity to 
sell. He also noticed that the frequency of the wool buyer's 
phone calls and visits would increase as his deadline approached. 

My father used to trap skunks and raccoons along the river, 
dry the pelts, and sell them for Christmas money. Mr. S. would 
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come up to our ranch in November and pay a big price for these 
ratty pelts, as a loss leader to get my dad in a good mood. He 
would also make a low offer for the wool to be sheared later in 
the year. My dad would naturally refuse to sell the wool at this 
low price. 

Mr. S. would call again in a month or so with a higher price 
and would continue to call more and more frequently until the 
deal was struck. I watched my father play his different prices and 
frequency of contact off against the deadline for selling the wool 
in an active market. In this way, an amicable deal in which both 
people made money was eventually struck. My father always 
said that both sides had to make money for any deal to succeed. 
Whenever my father sold wool, cattle, sheep or any other com¬ 
modity, he felt that the information about the sale was between 
him and the buyer, and that others who might be interested had 
no right to the information. So I learned early that transactional 
data are more important information in any market than nomi¬ 
nal quotes. (Nominal quotes are bid and offer prices, represent¬ 
ing the general parameters of what a price could be. They are not 
necessarily confirmed by an actual transaction. Data from a real 
transaction are much more meaningful.) By being active in the 
marketplace, you gain information. This has held true through¬ 
out my trading career. The more active I am as a trader, the more 
information I have in my hand. 

As a child, my only business deal involving land occurred 
when I was 16. My mother had 10 acres on the outskirts of Co¬ 
lusa, California, on which a normal farming profit would be 
about $20 an acre per year. But the parcel was not large enough 
to merit farming. A company with a contract to run a power line 
across the valley wanted this high ground next to Highway 20 as 
a storage area for its trucks, towers, and equipment because 
much of the rest of the county was flooded with water in the 
winter. They offered us $75 rental for one acre of the parcel for a 
year. My mother thought that was a good offer, but I said I could 
get her $1,000. I remember my dad saying, "It's your choice, 
Mother. You can take a sure $75 or you can take Pete's promise 
of $1,000." 

The next day my mother decided to go with me. I met the 
power company representative in the afternoon and told him 
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what we got for similar properties. I explained that there were 
fairgrounds across from the property and that if we rented it to 
his company, we would not be able to get the parking revenues 
we usually received. This was a slight exaggeration. A fair was 
held every year across the road and people did park on our prop¬ 
erty, but we had never received any payment for this. To com¬ 
pensate, we wanted $1,000 for the acre. 

The representative said he would talk to his home office and 
let us know. Three or 4 days later he accepted the deal. I felt that 
I had done a good job and created a deal that was fair to both 
sides. The power company ended up staying for 3 years. My 
mother made $3,000 instead of $225, and I received a 5 percent 
commission. 

To my father, $75 cash represented real value, while I could 
see that the value of the land to the power company representa¬ 
tive far exceeded $1,000. He needed to be close to the road and to 
be able to use the high property while the rest of the county was 
flooded in the winter. So the market worked in this case to find 
a fair price. It moved up quickly from $75 to $1,000 because it 
was undervalued at $75. 

It also may have been undervalued at $1,000. We do not 
know because there was no other comparable reference point. I 
did not ask a price high enough to evoke a lower counter offer. 
So to this day, we do not know for sure whether the $1,000 price 
was really a good deal or not. I was satisfied at the time, but 
maybe I could have done better. 

My father believed that it is very difficult to get ahead and be 
successful. He always said that the main thing is to be consis¬ 
tently good over a long period of time. Play the compound inter¬ 
est game. Build your base slowly and surely. A small increase on 
a big base is better than a big move on no base. 

The key in business is to make sure that you win in the long 
run and that you can sustain yourself on the down side. If you 
can handle the downs, you'll always be successful—that was my 
father's theory. This same principle has worked as part of my 
trading strategy. 

My mother was more of a general guide for me. She would 
say, "Go out and do things. You can't learn without experience." 
Her point was that when you go beyond your knowledge base, 
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you are not going to be successful immediately, but you will gain 
experience that expands your base and ultimately propels you 
forward. I came to realize that, like everyone else, I was sur¬ 
rounded by a big bubble that kept me close to my family, my eco¬ 
nomic base, and my community. I became convinced that I had 
to move outside that bubble to be successful. I respected my 
community and its values, but I had to set myself apart from the 
goals and aspirations of others. This realization set the stage for 
the next phase of my development. 




Chapter 2 


COLLEGE YEARS 


In 1957, I decided to go to college. I wanted to break with the 
strong social tradition that you had to go to college to do 
things. But I finally enrolled as an accounting major at the Uni¬ 
versity of California at Berkeley because I wanted to see what 
college was like. I knew that I was not going to work for any¬ 
body else, and that the grades I got in school were not going to 
make much difference to me. I just wanted the experience of 
college. If I found that there was no benefit for me, I was not 
going to stay. As far as I was concerned, there would be no 
stigma about leaving. 


The Markets Beckon 

My first experience with organized markets came at Berkeley 
during 1957 and 1958. There was a recession in the economy, 
but stock prices were rallying. Friends of mine were doing quite 
well with their stock holdings, and I became intrigued and 
started to watch the market. I noticed the contrast between eco¬ 
nomic forecasts and what actually happened. I believe it was in 
the spring of 1958 that an article appeared in Fortune magazine 
about a father and son team of commodity traders. They started 
out with $10,000 and made more than a million trading before 
losing almost all of it and ending up with a $20,000 or $30,000 
profit after commissions. I was amazed that so much money 
could be made in a short time from such a small starting base. I 
began to read about the commodity markets and follow them. I 
got recommendations on trading com, wheat, soybeans, and soy- 
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bean oil from various brokerage houses. I started trading but I 
was unsuccessful. I inherited $500 from my grandfather, who 
died at the age of 99, and I lost it all in 1 day. That was sobering. 
It took my grandfather 99 years to save that money, and I blew it 
in a day. Fortunately, I did not have any more money to lose. In 
all my early learning experiences, my trading stake was never 
more than $500 or $600. So this part of my education was not ex¬ 
pensive. 

During the summer of 1958, my father and my uncles de¬ 
cided that my cousins and I could farm some double crop land 
(wheat followed by beans) and use the earnings to fund our col¬ 
lege educations. I had a dream that by planting the crop at the 
end of June and harvesting it in October, I was going to make 
$25,000. To do this, everything had to work perfectly. I would 
need a big crop and a high price. 

As the summer progressed, I kept refiguring my expenses 
and my revenues, and I kept lowering my expected profit— 
down to $15,000, and $10,000. When I figured that it was only 
$6,000, I harvested the beans and got a roadside bid of 10 cents 
a pound. I laughed at the bid and said that I wanted 17 cents a 
pound—the price beans had traded at the year before. I watched 
as the price went from 10.25 cents to 10 cents to 9.75 cents, 
and so on, down in quarter-cent increments to 6.50 cents in 
December. Only because I had had a good yield could the 6.50 
cents price allow me to repay my bank loan. I ended up with 
nothing for myself. 

After I sold the beans at 6.50 cents. I watched them go up to 
about 14 cents per pound by the following April or May. I was 
very fortunate that I had not had much money to lose. I had been 
able to stop my losses at zero, which a lot of people in the com¬ 
modities business cannot do. 

Many commodity traders go through experiences like the 
one I had that summer. My plan had been based on a totally un¬ 
realistic idea—a set of dreams and hopes rather than facts. When 
a trade is developed this way, you are generally forced to exit it 
at the bottom of the move and you are unable to take advantage 
of any price rise that follows. Your trade may really have been 
right, but you lacked the knowledge, experience, and discipline 
to pull it off. 
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Discovering the Bell Curve 

I had my first awakening in the spring of 1958, when I took a 
statistics course at Berkeley and was introduced to the concept 
of the bell curve. For those not familiar with statistics or the bell 
curve, Figure 2-1 illustrates the basic concept. Assume that a 
group of 200 men is chosen and the characteristic to be measured 
is height. The center of the bell curve represents the most fre¬ 
quently occurring heights, and the edges contain the heights that 
occur with diminishing frequency—in other words, the very tall 
and the very short. The diagram in Figure 2-1 shows a vertical 
line drawn through the mode (highest point, most frequently oc¬ 
curring event) of the bell curve and a zero is placed below the ver¬ 
tical line. Immediately to the left of the zero is a -1 and imme¬ 
diately to the right of the mode is 1. The area between the -1 
and 1 represents the first standard deviation. Moving further to 
the left and right respectively are -2 and 2, which represent the 
second deviation of the bell curve. Moving even further out 
along the horizontal axis in either direction are -3 and 3, which 
represent the third standard deviation of the data being consid¬ 
ered. (Without getting into the mathematics involved in the for¬ 
mula's makeup, the bell curve would include 68 percent of the 
200 observations in the first standard deviation, an additional 29 
percent in the second standard deviation, and approximately 3 
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percent in the third standard deviation.) Please excuse the sim¬ 
plifications regarding the bell curve, but this is all that needs to 
be understood at this time. 

I still remember the page of the textbook where it said that 
through the bell curve, out of apparent chaos comes a beautiful 
cosmic order. This hit home because I knew that my trading ob¬ 
servations and experiences up to this time lacked a sense of or¬ 
der. I began trying to visualize the organization of the seemingly 
chaotic activity in the commodity pits—the chaos that everyone 
else accepted unquestioningly—within the structure of the bell 
curve. My job would be to find a way to bring order to that chaos, 
and the bell curve would be the tool. 

At this point, the idea remained simply an image with no 
hard work or evidence to back it up. But it remained in the back 
of my mind for some time, waiting to be developed. My personal 
trading had moved from being based on wire house recommen¬ 
dations to newsletter recommendations. Although both good 
and bad recommendations were available, I fell into the habit of 
following the bad recommendations and being afraid to take the 
good ones. Soon I realized I could not just buy a trading program 
off the shelf or subscribe to a newsletter from a wire house. I had 
to create my own trading program. 

After about a year and a half at Berkeley, I decided that I had 
learned all I could in college, yet I wanted my degree. I felt that 
I had a natural bent toward trading, but what I was learning in 
school would not be directly relevant to my career as a com¬ 
modities trader. So after my sophomore year, I decided to give 
Berkeley 1 more year, and I doubled up on all my units so as to 
finish my program within that time. 

During the summer of 1959, I took a finance course that in¬ 
troduced me to the principles of value investing through the 
classic work of Graham and Dodd. Their book, Security Analy¬ 
sis, made a lot of sense because I had already learned from ob¬ 
servation and from talking with my father that in any market the 
relationship between price and value was the key—that price 
away from value usually represented opportunity. I made the im¬ 
mediate association of using the bell curve to find value in the 
marketplace, although I still did not see how I was going to do 
this. The idea of using the concepts of Graham and Dodd in con¬ 
junction with the bell curve clearly intrigued me. I felt that a 
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merging of the bell curve with Graham and Dodd would provide 
a sound basis from which to approach the market. My goal be¬ 
came to find out how to merge them. 

John Schultz and the Minimum Trend 

Now I had entered a new phase of my trading career. I realized that 
I had to broaden my knowledge base if I hoped to be successful. So 
I went out and bought every book I could find about commodity 
trading, markets, stocks, and successful traders. I tried to glean 
from these books a program whereby I could see what was hap¬ 
pening in the markets. I began to realize that, although the people 
I was reading about had different approaches and different styles, 
they must have been looking at the markets the same way because 
they were all unsuccessful. It is said that almost 90 percent of the 
people who trade commodities lose money. Commodity markets 
were not recommended for anybody. So what was the common 
thread running through the books? The diagrams were really 
beautiful, but they were all trying to predict the market. 

That was the problem. Graham and Dodd had opened my 
eyes to value. They had explained that value could be seen in the 
present tense rather than on a predictive basis. One could un¬ 
derstand the present by laying out all the conditions that cur¬ 
rently prevailed and then noting the changes that took place. 
One of the best books I read at this time was a short dissertation 
called A Treatise on Charting by John Schultz. (It was self-pub¬ 
lished and is no longer available.) In reading this book, every¬ 
thing came together for me. I realized that there was a lot of po¬ 
tential in the marketplace and that I had to have a way of making 
decisions. I had to know what I was doing, why I was doing it, 
and under what conditions I was doing it. Then I would be able 
to see and interpret changes as they happened. That was the be¬ 
ginning of my formulation of a plan for trading. 

The key idea on which I seized was Schultz's concept of the 
minimum trend. Schultz defined the minimum trend as the 
smallest unit of meaningful market activity. This does not mean 
focusing on each and every tick. It means the smallest unit of 
time and price activity that could develop into a vertical move. 
One would use these minimum trends to measure market activ- 
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ity and to see when a change in the market was beginning. The 
advantage of this concept was that the aggregation of these min¬ 
imum trends would eventually indicate the beginning of a direc¬ 
tional move. This is because the minimum trend is one-sided. It 
can only get bigger, never smaller. The simplicity of this at¬ 
tracted me. I decided to use a 3-minute price range as my version 
of the minimum trend. 

The next step was realizing that a number of minimum trends 
could be grouped statistically to form a bell curve. I came up with 
the idea that the bell curve could be used to represent an ar¬ 
rangement of behavior around price. The first standard devia¬ 
tion—the middle of the bell curve, where the majority of activity 
takes place (68%) would represent value, whereas the second and 
third standard deviations would measure price away from value. 
Whenever the market moved away from value, I would take the 
opposite side of the trade. Please look at Figure 2-2 to the points 
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Figure 2-2 Minimum trends grouped statistically to form a bell curve. 
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illustrated. I would sell the zone indicated by the number 1 or buy 
the zone indicated by the number 2 because I felt that the market 
would return to value (the center of the bell curve). 

Thus for the first time, I would have a reason for making 
trading decisions—a reference point for trading. And, although 
this idea wasn't fully developed at the time, I want to explain it 
further now because it proved to be so important. 

Charting the Minimum Trend 

The commodities markets were very different in the early 1960s 
than they are now. They moved very slowly, and it might take 
as much as a week or two to fill in the bell curve completing a 
small directional move or distribution, as they came to be 
known in Market Profile. An important distinction should be 
made between two types of markets—the initiative market and 
the responsive market. An initiative market is one characterized 
by buying as the price moves higher and away from value or sell¬ 
ing as the price moves lower and away from value. This might 
occur, for example, if an earnings warning was issued by XYZ 
Corporation. Prices would move directionally lower (distribut¬ 
ing) to find a new fair price. Initiating selling would enter the 
market in the belief that the directional move will continue. 

Figures 2-3 and 2-4 are Market Profile graphics showing ini¬ 
tiating activity. We know we are putting the cart in front of the 
horse by showing profile displays before explaining what a Mar¬ 
ket Profile is,- however, in the context of what we are trying to 
do, we feel justified in doing so. To determine whether activity 
is initiating or responsive we need to use the previous day's 
value area as our reference. In the following four examples, we 
assume that the leftmost profile is the previous day's profile and 
the rightmost profile is the current day's profile. The dark solid 
vertical line to the right of the profile represents that day's value 
area. Figure 2-3 shows 2 days of profiles for American Airlines 
(AMR). Note that on 1/28 (date along bottom), the profile looks 
like a normal bell curve with the day's value referenced by the 
solid vertical line. The "previous day's" value area is the infor¬ 
mation we use to determine if activity is initiating or responsive. 
The following day (1/29), the letters (which represent half-hour 
trading periods) traded opposite value or below the value area of 
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Figure 2-3 American Airlines with initiating selling. 
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1/28. Also note that for the profile dated 1/29, the letters chrono¬ 
logically (representing half-hour trading periods) had many in¬ 
stances throughout the day where they traded lower (E, F, J, K, 
and L), signaling selling. The day is a textbook example of initi¬ 
ating selling (selling below value). 

Figure 2-4, Phelps Dodge Corporation (PD), shows initiating 
activity once again, but in this case initiating buying. Make note 
of the value area for the previous day (1/30), which is referenced 
with the dark solid vertical line to the right of the profile for the 
day. Then look at the current day's (1/31) price activity (half- 
hour ranges represented by chronological letters) and note that 
on many instances throughout the day the letters traded higher 
(C, E, F, I, and N), indicating buying. The buying above the pre¬ 
vious day's value area is a textbook example of initiating buying. 

In a responsive market, participants act just the opposite. As 
a market moves higher or lower (away from the previous day's 
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value), sellers or buyers enter the market feeling that the market 
will not continue moving directionally. They feel it is just a mat¬ 
ter of time before the market trades back to what is considered 
an area of established value. They respond to a directional move 
up by selling into it or a directional move down by buying it. 

Figures 2-5 and 2-6 illustrate responsive buying and selling, 
respectively. Once again, the first step in assigning activity as 
initiating or responsive is to determine the previous day's value 
area. Looking at Figure 2-5, which is Ford Motor Company (F), 
one can locate the value area for 1/31, which is represented by 
the dark solid vertical line opposite the profile for that day. Note 
the price activity for the following day (2/1): the market opened 
lower (B, first half-hour of trade for stocks) and managed to trade 
higher (C). In other words, the lower open triggered buying by 
participants who saw these lower prices as being below value. 
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Figure 2-4 Phelps Dodge Corporation with initiating buying. 
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Figure 2-5 Ford Motor Company with responsive buying. 
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Figure 2-6 can be interpreted in the same fashion but from 
the opposite side of the ledger. Figure 2-6 is 2 days of profiles for 
Citigroup (C). Note the proximity of the value area for 1/23 and 
how the price activity unfolded on the following day (1/24). 
Knowing that individual stocks start trading in the "B" period, 
one can see that the market did open above the previous day's 
value. In fact, the first half of the day saw initiating buying (buy¬ 
ing above the previous day's value) as C and G periods took out 
previous half-hour highs. Once the initiating buying reached a 
climax, sellers built up the courage to short the market. And sell 
it they did; one can see that H, I, J, M, and N periods saw rota¬ 
tions down versus previous half-hour's lows. In summary, Figure 
2-6 had both initiating buying and responsive selling, with the 
selling winning out and driving prices back through most of the 
previous day's value area. 
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The 1960s were basically responsive markets and less 
volatile than the 1970s, which had much greater volatility and 
were characterized by more frequently occurring initiative ac¬ 
tivity. As one will see, the methods developed were especially 
well suited for responsive markets. What I worked out, without 
understanding it, was a way of charting trading volume. The un¬ 
derlying formula is simple: 

Price + Time = Value 

The 3-minute minimum trend chart I developed was really 
an indication of people using, or not using, various price areas of 
the market. These minimum trend units would form a bell curve 
looking something like Figure 2-7. 

As you can see, Figure 2-7 is a perfect example of the so- 
called normal distribution of price/time usage in the market—a 
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Figure 2-8 Symmetrical bell curve of United States Ten-year note. 
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perfect bell curve. This is the form responsive markets took, and 
still take today. If one looks at a profile of any responsive market 
of today, one will find a symmetrical pattern of much the same 
sort. Figure 2-8 is an example on a symmetrical bell curve in the 
March 10-year notes. 

As a trader, I was basically playing for this symmetrical pat¬ 
tern to develop using the number of minimum trends at each 
price level as a timing device. I would play for the high-volume 
price to be at or close to the middle of the day's price range. A 
trader could fade or go against a higher or lower opening in any 
market, and this strategy would work about 95 percent of the 
time—again reflecting the responsive nature of the markets. My 
simple strategies worked well at the time—much better than the 
same strategies would work today. To illustrate my trading tech¬ 
nique in the 1960s, assume we had a half-completed distribution 
at the end of a trading day. The minimum trend profile might look 
like Figure 2-9. The Xs represent the prices traded for the day. The 
following day, the market opened two ticks lower at 97 (assum¬ 
ing the previous day's close was 99). Under these conditions, I 
would be a buyer of the market knowing that the market was un¬ 
balanced and must come to balance in a responsive situation. I 
would be counting the number of minimum trends at each price 
(reflected by the number of Xs arranged horizontally at each price) 
and playing the fill-in, knowing that when the bell curve was 
completely filled in, I would be out of time at each price. Thus, I 
was using time rather than price as the key factor in my trading. 
Figure 2-10 shows the second day's activity, following that of Fig¬ 
ure 2-9. The Os represent the minimum trends on Day 2. 


106 


105 

X 

102 

XXX 

101 

XXXX 

100 

XXXXXX 

99 

XXXXXXXX 

98 


97 


96 


95 



Figure 2-9 Hypothetical minimum trend profile. 
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Figure 2-10 Day 2 of hypothetical minimum trend profile. 

By counting the minimum trend units and looking for the 
completion of the bell curve jin both Xs and Os), I could see 
when the market had become efficient and completed a distri¬ 
bution. The move was over. I had accomplished my first objec¬ 
tive in trading by developing this method. I could now under¬ 
stand where price was and the conditions surrounding price. 

I was thinking about the marketplace at the Chicago Board of 
Trade (CBOT) as a place to convert my ideas into opportunities— 
a forum for marketing my ideas. At the CBOT, I could market my 
ideas right in the pit. There would always be someone to take the 
opposite side of a transaction and the right thinking would win. 

During 1960, I served in the U.S. Army and throughout my 
time in the service, I always had the commodity markets on my 
mind. I had previously wanted to do something in agriculture, 
but opportunities there seemed closed because it was a high- 
capital, low-margin game. By contrast, I felt I could trade with a 
low-capital, high-ability strategy. So the CBOT seemed like the 
place for me. Although I had the educational background, the 
ideas, and the desire to go forward, I still lacked the confidence, 
the courage, and the capital to get started. 

I stumbled around for about 6 months after getting out of the 
service. My father would clip job ads from the paper for me and 
tell me that I should not be "too proud" to work for someone 
else. But I just kept on doing what I wanted to do—trying to put 
together real estate deals, trying different things. I was still sort¬ 
ing things out and looking for a direction in my life. 



Chapter 3 


CHICAGO 


In January 1962,1 decided to go to Chicago to see what was there. 
I did not know where I was going. I did not know where LaSalle 
Street was. I did not know where the Board of Trade building 
was. I did not know anybody in Chicago—but I was going. 


False Start 

I said goodbye to my parents and arrived in Chicago on a cold, 
miserable day in February. There was snow in the streets, and it 
was black with coal dust. It was not very appealing to a young 
man from California. I went straight to the Board of Trade and 
proceeded up to the balcony overlooking the trading floor. My 
hope for market liquidity disintegrated. Down below were a 
bunch of empty pits. There were about six people standing in the 
soybean pit, and there was no activity—no runners, no phones 
ringing, nothing going on. I decided to go back to California. 
When I got home, I worked on my brother-in-law's farm and 
helped my father around the ranch. But I spent most of my time 
dreaming up real estate deals, trying to put deals together, 
knocking on doors, and getting turned down. I thought my busi¬ 
ness ideas were sound, but people did not like them. I was con¬ 
stantly scheming up deals that would allow me to make money 
without money, but no one was willing to fill in the other side 
of the equation. Nevertheless, I was confident something was 
going to happen. 

A good situation was developing in soybeans in the spring of 
1963. A low carryover from the previous year and a dry planting 
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season brought on a good price move up—about 30 cents a bushel. 
Although I had not yet developed a charting method, I was trad¬ 
ing the minimum trend. I was just visualizing prices and using 
my mental images of the bell curve as a guide. I caught most of 
the up move in soybeans and got out near the high. When the 
market went back down, I repurchased soybeans and got out 
when they went back up again. I felt really good about this be¬ 
cause it reinforced my idea of grouping prices and then trying to 
buy or sell prices outside of value. This little bit of experience 
gave me the confidence to go back to Chicago. I told a friend of 
mine, who was also my broker, what I was planning to do, and he 
decided to go out there with me. This was in the fall of 1963. 


Breaking In 

As I left for Chicago, I had all my money in the soybean market 
despite the fact that my father was advising me to "start fresh." 
I was long 100,000 bushels of soybeans with 17 cents profit. I was 
sure they would go up a dollar, and I would make $100,000. I 
wish I had listened to my father. I left for Chicago on Thursday, 
and by Friday soybeans were down the limit; they were supposed 
to be down another 7 cents on Monday. When I got out, all my 
profit and all my capital had vanished. 

I was starting out in Chicago with no money, no friends, and 
not much to go on. I was staying at the Fort Dearborn Flotel for 
$1.50 a night. I would wake up crying in the morning, thinking 
about the great opportunity I had lost because of my misman¬ 
agement and impatience. I was able to borrow some money to 
buy my membership on the Chicago Board of Trade (CBOT) and 
the membership committee approved me on October 23, 1963.1 
was self-conscious about trading with open outcry, so I would 
just stand on the edge of the pit and keep track of minimum 
trends and groupings on paper. Everybody thought I was a con¬ 
ventional chartist. In fact, when I went to pay my membership 
fees, the secretary of the exchange said to me, "I understand you 
use those charts. We've had a lot of people come and go with 
those things." I turned to him and said, "Well, if you knew so 
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much, you wouldn't be secretary of the exchange. You'd be down 
there trading." At first, he was taken aback by my brashness. But 
he respected my candor and eventually became a lifelong friend. 
My approach to trading remained the same. I had to have a rea¬ 
son to buy or sell, and I would be right or wrong based on that 
reason. If I was consistently wrong, I would have to do the oppo¬ 
site of what the indicator told me. Even with my relative lack of 
experience, I had confidence in my ability to read and under¬ 
stand the market. 

One afternoon, I was invited out for lunch by two acquain¬ 
tances, one a member of the CBOT board of directors and the 
other a member of the New York Stock Exchange. When we fin¬ 
ished lunch, they asked me what I thought about the market. I 
told them I was taking very small positions because I wanted to 
"build my factory." In other words, I wanted to be able to make 
a series of small trades and come out with a profit. After build¬ 
ing a base in this way, I would up my volume. 

Both of the men with whom I was having lunch were experi¬ 
enced traders, and that day they had positions that were opposite 
to me at the end of the day. It troubled me that I might be doing 
something wrong because these men were obviously very suc¬ 
cessful. The next morning I considered getting out of my posi¬ 
tions on the open, but I decided to give my trade a little time. 
Within a couple of hours, the market went my way. I knew then 
that although I did not have as much experience or direct knowl¬ 
edge as the other people in the market, I had a good sense of how 
the market was organized, and I was on the road to becoming a 
good trader. 

I attribute my early success to the character of the market at 
the time. In the early 1960's, the market was both active and re¬ 
sponsive, which allowed my basic game plan to work. I came in 
with a simple program of buying low and selling high. I figured 
that if I bought low and it stayed low, I would get out; and if I 
sold high and it stayed high, I would get out. The commodity 
markets were not very volatile back then. A soybean move of a 
dollar would be considered a really big move. Generally, every¬ 
thing moved 10 or 15 cents a bushel all year. Today, we get 
moves of that magnitude in 15 minutes. 
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Success in a Responsive Market 

I was firmly convinced that I had the best idea out there. I was 
going to measure the market in terms of time, and I was going to 
measure market conditions in the present tense. In an uncertain 
market, it is hard to predict with better than a fifty-fifty shot. 
Rather than predicting, the idea is to try to understand current 
market conditions. As Graham and Dodd had shown, the value 
of a stock is determined by underlying conditions. If conditions 
change, value changes. 

I found it very useful to spend my afternoons studying my 
purchase and sale sheet from the previous day to see whether I 
had been reacting properly or failing to take advantage of the full 
potential of my trades. I used this as an opportunity for critical 
self-analysis. I might say, "I bought soybeans right at the low to¬ 
day, but I took only a quarter of a cent profit. What did I do 
wrong?" This practice of self-analysis became a key element in 
what I called my equation for success: 

Market Understanding X You = Results 

In my first year of trading, I found out several key things that 
played a major role in the development of my theory of markets. 
I did this without any research. It came from experience and ob¬ 
servation. While gaining trading experience, I was also learning 
how markets work and how to read them. One belief I have al¬ 
ways had is that young people adapt to situations very well. Like 
seeds in a greenhouse, they grow to fit their environment. When 
stress comes—when the temperature changes within the green¬ 
house or the roof falls in—they have to make an adjustment. 
Seven or 8 years usually pass before that happens to a young trader 
just coming on the floor. I was lucky to start out in a responsive 
market with a responsive trading program. I do not know whether 
I would have survived in an initiating-style trading market. 

When I first came to Chicago, we had very few initiating 
days, but when they did occur I always lost money. I could see 
this because my minimum trends showed an imbalance. I would 
get hurt on such days because I did not anticipate when the mar¬ 
ket was going to change. My basic style was not to go with the 
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market, but to go against it. I knew how to trade a responsive 
market, but not an initiating-type market. 


Learning by Observation 

Because I did not know anybody in the pit, I was not distracted 
by conversations with friends. I developed the habit of observing 
closely the people around me. I was always trading well when 
the pit was full of people. This was because when the pit was 
full, the market was apt to continue moving in the same direc¬ 
tion. When the pit emptied out, it was a period of low activity, 
meaning that the market would change direction. Often, I would 
still have my position on, and when the pit filled up again the 
market would often go in the opposite direction. This happened 
to me enough times during my first 2 months in Chicago that I 
began to get out of my position when I saw the market stop and 
the pit empty out. Then when the pit filled up again, I would go 
with the new market direction. Later, when I formalized my un¬ 
derstanding of the markets, I realized that this was related to the 
phenomenon of trade facilitation. When the market stops trad¬ 
ing actively, it is near the end of the directional move. 


Exposure, Excesses, and the Long- and Short-Term Trader 

There were a lot of successful traders on the floor who had name 
recognition and followings of their own. Whenever one of them 
traded, a lot of other traders would come in behind them and ride 
their coattails. The good traders took advantage of this. They 
knew that there was going to be a lot of buying or selling behind 
them. The good trader would assess that buying or selling activ¬ 
ity to see whether it pushed the market further. If it did not, he 
would be the first to get out. This "free peek" at the market was 
very important and a good advantage for the prominent traders. 
I realized that one key to trading success was exposure in the 
market place; and for the first time, I saw that market activity 
could be described by volume. The important thing to note was 
the amount of directional price move this caused. 
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I also noticed that on the days when the market changed, I 
usually lost money. When the market moved in one direction 
with a lot of volume, as a local trader, I would fade it and get 
hurt. Those 1 and 2 days a month, I was playing for the same 
norm that occurred on the other 18 trading days, and it was very 
difficult for me to make money. Because each bad day subtracted 
from my winning days, I figured that if I could recognize this 
type of day and refrain from trading, I would be money ahead. 
But what was most frustrating was that these losing days were 
the really active days in the market. In trying to classify trading 
days, I first discovered that we had two types of days. The first 
type was active early and ran out of gas during the day (respon¬ 
sive days). The second type comprised big days that developed all 
day (initiative days). Another observation I made—perhaps the 
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most important—had to do with the speed of price change. The 
faster the market moved away from a price, the more it indicated 
that the price was an excess or a noncompetitive area of the mar¬ 
ket. As a local trader, one learned to perceive this in varying de¬ 
grees. The principle behind it was that this excessive price 
area—too high or too low—would act as a barrier against further 
price movement in that direction. This is one of the best refer¬ 
ence points a trader can have. Fortunately or unfortunately, 
these excesses occur in varying sample sizes. But they are always 
there, and they can occur at any time during a trading session. It 
is extremely important to pick up on them to avoid a no-win sit¬ 
uation. Figure 3-1 is a daily Market Profile of Lucent Technolo¬ 
gies with the excess areas noted. If it is difficult to understand 
how this chart is configured, please see Chapter 6, where it is ex¬ 
plained in great detail. 


The Common Laws of the Market Place 

Through my early trading experiences and observations, I began 
to see that all markets were basically the same. The commodity 
markets were no different from my father selling grain for a fair 
price or our ranch hands buying used cars or guns when the 
prices were attractive. The day trader and the investor are look¬ 
ing at the same price. The difference is that they are viewing it 
from different viewpoints. An example illustrates this point. 

In the day area, the purpose of the market is to find a fair 
price so that trade can take place. (No one will intentionally 
trade at an unfair price.) In the beyond-the-day area, price regu¬ 
lates the activity of the long-term buyer or seller by moving up 
and down. For example, if there is a lot of building activity in a 
local real estate market, prices for labor and materials, interest 
rates, and other expenses will tend to hold or increase. A profes¬ 
sional builder, being aware of market conditions, would be will¬ 
ing to pay currently high prices knowing that they are probably 
bargains compared with the prices coming in the near future. 
The builder's willingness to "pay up" would be indicative of a 
perception of longer-term value being present in the current 
market prices. This value would not be apparent to a nonprofes- 
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sional. If in the following year, the building activity is cut in half 
(owing to decreased demand), prices builders are willing to pay 
for labor, materials, and like expenses will probably fall—the 
old supply-demand equation. The combination of short-term 
and long-term activity creates an opportunity for those who dis¬ 
cern it. 

Observations like these give a set of circumstances that can 
be dealt with logically as traders. By following my experiences 
and observations during my early years in Chicago, the reader is 
probably beginning to see that it is possible to read the market in 
the present tense, not just after the fact. Learning to do this is a 
definite advantage for a trader. 



Chapter 4 


CHANGING MARKETS 


After about 5 years of trading at the Chicago Board of Trade 
(CBOT), I began to see the need for some changes in my trading 
methods. What does one do when the indicators one is accus¬ 
tomed to leaning on no longer work? Experience is the best form 
of knowledge; but occasionally one comes to a point at which ex¬ 
perience must be chucked and new insights gained. This is espe¬ 
cially true in a dynamic, changing market place. In such a mar¬ 
ket, change equals opportunity. For example, one day, early in my 
trading years, I was an active com buyer at the opening. A very 
nice old gentleman with about 30 years' trading experience 
tapped me on the shoulder and said, "Son, do you see those rail 
car loadings in Chicago? That means the commercial people are 
going to be sellers. I advise you to get out of the market." I 
thanked the old gentleman for his opinion—he was trying to help 
a young trader out—but I disregarded his advice. I knew that the 
rail car theory was outdated and no longer reflected the market. 


The Advent of Commodity Trading Funds 

The first major change I had to adjust to when trading on the 
floor of the CBOT occurred in the late 1960s. For the first time, 
we had trading by commodity mutual funds that would buy 
huge quantities at higher than high prices. Prices would go up, 
and instead of selling, the funds would buy. This was the begin¬ 
ning of the historic change in the percentage of responsive to ini¬ 
tiating activity. The activity of these commodity funds made me 
realize that enough money could drive the market far enough 
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against me that my position would become so unfavorable in 
terms of risk versus reward that I would be continually forced to 
exit my positions. This was hard for me to deal with because I 
had always felt that no one could hurt me unless I was wrong. 
That was no longer the case. Now my capital was more at risk 
than ever before. 

During the 1968-69 period, more and more commodity trad¬ 
ing funds came into being. The floor trader's strategy was to let 
the funds push the price way out of line and then try to guess 
when they would end their activity. The idea was not to be the 
first to buy or sell to the funds, but to try to make the last trade. 
Hopefully, the funds would have moved the market to an ex¬ 
treme and if one were the last to sell or buy, one could wait for 
the smoke to clear and prices would begin to revert to the mean 
(responsive activity moving price back to the center of the bell 
curve). However, the volume of trading generated by the funds 
created a problem for the floor traders in that there was usually 
a large distribution (directional price move) with accompanying 
volume. This meant that the market would continue moving di¬ 
rectionally (initiative activity), taking away any advantage from 
making the last trade as well. A contemporary example of this 
type of activity from a macro perspective was the Internet Initial 
Public Offering (IPO) bubble of 1999 and 2000. No matter how 
high the prices ran initially, one could not afford to sell. Each 
price rise was greeted with a new wave of initiative activity that 
would propel prices dramatically higher. The Internet bubble 
was the antithesis of the grain markets of the 1960s. The one 
time it was safe to sell into initiative activity was when the 
funds drove the price high enough to give us an excess—a quick 
fall away from the price peak. 

These excesses in price coincided with a newfound volatility 
in the market. My confidence level declined at this time because 
I really did not know how to handle this activity. I was smart 
enough not to take any chances by selling into ridiculous prices 
because things were changing. I had to reassess my position and 
my approach to the market. 

My earlier approach had worked for some time, but it was no 
longer viable because the potential profits were small in relation 
to the moves that were taking place. I realized this and my vol- 
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ume of trading declined not because of losses, but because I 
needed to figure out a new approach. I needed to fix the broken 
gate rather than ignore it. 

I have always found it important to be in control of myself 
and hopefully of the market. The importance of this had been 
brought home to me when I was first starting in Chicago. I was 
long 25 soybeans, and the market was up 6 cents. This meant 
$1,500 profit for the day—a tremendous amount of money for 
me at the time—but I knew the position was worth a lot more 
than that. So I decided to ride it out even though the market 
might set back. At first, it did set back to the point where my 
$1,500 profit had declined to an $800 profit. But it moved sharply 
my way several days later, and I ended up making a larger profit 
on the trade. I won because I was in control of the market and 
my emotions at all times. My decision was based not on money 
but on opportunity. 

Now, several years later, the market had changed. It seemed 
that I could no longer control the situation as I had with the 25 
beans back in 1965. So I was trying to buy rallies and sell breaks 
a little more often. This was extremely difficult to do because I 
had begun my career as a responsive trader. Now my trading 
style had to adjust to the market to survive. I could understand 
the need for the market to change to attract new participants and 
grow, but I was not adapting to the change. I was avoiding the sit¬ 
uation. It took me about 6 months to regain control. Once I did, 
I could buy rallies or sell breaks without being nervous. I was 
back in step with the markets. This reinforces the meaning of 
my basic equation for success: 

Market Understanding x You = Results 

The 1970s proved to be an exciting decade for commodities 
owing to the tremendous upheavals in most sectors of our econ¬ 
omy. But it would have been a traumatic period for me had I not 
been able to make the earlier adjustment. Many people who were 
successful during the 1970s lost their money in the 1980s because 
the markets changed again, but they did not. I had a friend on the 
floor who had amassed a small fortune only to lose it in 6 months 
because he never modified his program. One of the keys to being 
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a successful trader over a period of time is to adapt to change. You 
must be able to find a new program when the old one is not work¬ 
ing, and have the discipline to implement it. 


The 1970s: Greater Markets, Greater Opportunities 

All this time, I was using the same minimum trend charting for¬ 
mat, but the markets were getting broader and broader, and there 
was a lot more opportunity. It got to the point where I could not 
keep my minimum trend notations on the piece of paper I was 
carrying, so I began doing it mentally. I would visualize where 
the range of the first standard deviation (the value area) was tak¬ 
ing place, and then I would mentally plot the prices above and 
below this area. Refer to Figure 4-1, the bell curve. 

My strategy had become mainly one of follow through. The 
new strategy was to be an initiative-type trader. Instead of sell¬ 
ing when the market left the first standard deviation (the value 
area) on the upside, as a responsive trader would do, I would ini¬ 
tiate a trade going with the direction of the market away from 
the first standard deviation. I would look to see if the move gen¬ 
erated increased volume. If it did not show increasing volume, I 
would begin to get out of the position. The significance of vol- 
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ume refers back to a lesson mentioned earlier. If higher prices did 
not bring in additional volume then the higher prices were not 
facilitating trade (creating interest) and the higher price would be 
moved away from. Just like when the pit was full, it would mean 
that the market was apt to continue moving directionally be¬ 
cause the price activity was generating interest. Conversely, 
when the pit emptied, it indicated a lack of interest (volume) 
that would likely lead to a reversal of direction or rejection. 

My strategy had changed. Now it was unusual for me to get in 
front of the market in a responsive way as I had in the 1960s. I was 
mainly following the first standard deviation, then going with the 
market direction when it left the first standard deviation. The 
markets were so dynamic in those days that even a small move 
was more than enough of a range from which to operate. 

Another change that occurred in the 1970s was in the speed 
of decisions required by the trader. Generally speaking, a re¬ 
sponsive trade is a trade for tomorrow in that one is fading the 
near-term price activity and the market needs to stop and even¬ 
tually go the other way. One had almost all day to make the 
trade because the markets were simply not very volatile. Initiat¬ 
ing trades call for an immediate response because there is a ten¬ 
dency for the trade to get away from one before one can act. 


Narrow-Range Days and New Activity 

There were not many slow markets in the 1970s, but whenever 
they did occur I wondered how I could possibly make a living in 
this business. I traded hard but it was almost impossible to make 
money. No orders were coming in and there was no range. There 
was no way I could force the market to make money for me. The 
day after one of these slow sessions, I would get in there and take 
a position. I would buy 10 contracts of soybeans and the market 
would move up. I would take a cent profit and have a $500 re¬ 
turn—and I was glad to get it. I took the sure thing every time. 
But 9 times out of 10, it would turn out to be a real big day, where 
the 10 contracts would turn out to be worth $10,000 instead of 
$500. After a slow day, one doesn't see a lot of opportunity in the 
market, so one is inclined to be cautious and conservative. This 
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is often the wrong time to play it safe because these narrow- 
range days were often the setup for a new directional move. One 
had to see them as an opportunity. One day the market would 
not be doing anything and the next day would be a big one. These 
narrow-range days often marked the end of one trend and the 
setup for a new trend. 



Chapter 5 


THE INFORMATION 
REVOLUTION 


In the early 1980s, the Chicago Board of Trade (CBOT) sparked 
an information revolution by making available information that 
had never before been disseminated by the market place. The ef¬ 
fect of this revolution was to demystify the markets by allowing 
people on the outside to easily determine what everyday traders 
were doing. The cloak of secrecy had been removed from the ex¬ 
change and its participants, allowing the public access to the 
"underground" world of trading. 


Opening Up the Market 

When I was elected a director of the CBOT in 1981, I was given 
responsibility for market information. From my base at the sta¬ 
tistical department, I felt that by bringing a lot more information 
out to the public, we could change the closed image of the in¬ 
dustry into a more open one. At that time, Les Rosenthal, the 
chairman of the exchange, was a strong supporter of opening up 
the industry. In the early stages, our requests for information 
were pretty rudimentary. We just wanted information on cleared 
trades from the clearinghouse. No one else had ever had these 
data. When our request came to Chairman Rosenthal's atten¬ 
tion, he backed us. He understood that the CBOT would benefit 
from opening up. Without Mr. Rosenthal's strong support, the 
committee would not have had the information needed to for- 
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malize data from the markets nor the money required to carry 
out this important work. 

The only real project criterion that Chairman Rosenthal gave 
me was not to do anything that could harm the markets of the 
CBOT. I shared this concern. My friends' memberships were 
worth a lot. I did not want to be part of something that could 
jeopardize their livelihoods. 

The anxiety about what our work might mean spread 
through the industry. Rumors were everywhere. One story had 
it that local traders would no longer be needed, and that they 
were already being eliminated in Bermuda and at other ex¬ 
changes. Some said Chicago would be next. 

Of course, the information revolution did not harm the mar¬ 
kets or the local traders. It benefited them greatly. But at the 
time, what we were trying to do was so new that many people 
did not understand it. 


Price Recurrence and Volume 

The information revolution of the early 1980s provided price 
data but never in a manner that would show how the market was 
behaving. Was it being responsive? Did the market activity indi¬ 
cate initiative activity? As is discussed later in the book, this 
new charting system has a value-added aspect. It not only shows 
prices occurring at specific times but also visually communi¬ 
cates the type of market activity that these prices reflect. That 
was the goal—a charting system that communicated both price 
and market condition. 


The Natural Organization of the Market—Revealed 

As we ran our initial market information programs at the CBOT 
in 1981, we saw that all the commodities we plugged into them 
revealed a beautiful sense of cosmic order, just as it said in my 
1958 statistics textbook. The classic shape of the bell curve ap¬ 
peared on our screen (see Fig. 5-1). 
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Figure 5-1 Bell curve. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by CQG. 

The first standard deviation using 68 percent of volume on a 
normal day was right in the middle of the price/time relation¬ 
ship (Price + Time = Value). Our data and program had captured 
the market's natural organization. The public speculator now 
had a charting system that allowed him to relate to the basic 
market equation: (Price + Time = Value). People could now as¬ 
sociate a certain price over a period of time with value. The off- 
the-floor trader could now get the same visual imprint of the 
market that I received while standing in the pit during the day. 

It was difficult trying to fulfill a new role in the market¬ 
place—that of providing real-time information. The CBOT de¬ 
serves a lot of credit for its leadership in initiating the project. 
Between 1981 and 1984, we worked long and hard on it and spent 
lots of money. Now that work was coming to fruition for the 
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good of the entire industry. I think a lesson has emerged that all 
exchanges must heed. The exchanges are information centers. 
The more information they disseminate, the more people will 
trade and the more successful the exchanges will be. 

Fundamental and Technical Information 

Because we have been discussing the importance of information 
in the marketplace, let us take a moment to consider the various 
sources of information available to a trader and how they should 
be used. Two main types of information need to be applied in the 
market place—fundamental and technical. 

Fundamental information allows one to build a background 
and to place price in perspective. These are probably the two 
most important disciplines for a trader to develop. They allow 
one to take advantage of situations and enable one to sense op¬ 
portunities. They make it possible to trade with confidence as 
one learns to "feel" the market. Fundamental information is con¬ 
stantly available: from the news, trade journals, government of¬ 
fices, corporate news releases, and so on. Flowever, it is hard to 
acquire and use fundamental information in a timely fashion 
early in a trading career because one cannot yet relate it to the ac¬ 
tual trading process. One must build a bank of actual trading ex¬ 
perience which the fundamental information can be related to, 
and this takes time. The difficulty in using fundamental infor¬ 
mation is that one must interpret the data. Then this interpreta¬ 
tion must be overlaid on the market itself. This calls for timing. 

Sometimes one has the "right" data, only to discover that the 
market is doing something else. Most fundamental information 
should be used only as background. It can serve as a direct guide 
for trading only when price is very advantageous in relation to 
the data, or when the market is acting in accordance with the 
data. The difficulty of getting information on time and then ap¬ 
plying it correctly has made fundamental information very hard 
to work with. As a result, most people do not use it. 

Conversely, technical information comes in a nice neat 
package. It appears to be so easy to use that people flock to it. 
Technical data can be easy to see and easy to apply—but good re- 
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suits are not so easy to achieve. The problem is that some tech¬ 
nical data are good and some are bad; the trader must make 
choices, interpret, and then time the trade. Most traders make 
the mistake of using technical data as the basis for the decision¬ 
making process when in fact they should be used mainly for tim¬ 
ing an idea. Technical data are usually based on the forward pro¬ 
jection of past data. But making accurate forward projections is 
most difficult in any profession. Those who have mastered some 
technical skills can use them fairly well. Market Profile is tech¬ 
nical information, but it is drawn from a different database than 
other forms of technical information. The Market Profile 
database is evolving real time and reflects only what is happen¬ 
ing on the trading floor. Market Profile tries to identify the un¬ 
derlying conditions of the current market movement. Not only 
does Market Profile communicate current price activity, it also 
communicates whether market activity is likely to continue or 
change. This is done by the way Market Profile captures the de¬ 
velopment of trading activity by fully utilizing the horizontal di¬ 
mension. This is the subject of the next chapter. All the param¬ 
eters and definitions I prepared for Market Profile are sound 
because they are derived from my floor experience and represent 
the principal working parts of the market. Hopefully the reader 
will come to see that it communicates more information regard¬ 
ing market condition than other forms of charting. 
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Chapter 6 


UNDERSTANDING MARKET 
PROFILE 


Market Profile is different from previously existing charting 
techniques. It is the result of an effort to meld the concept of 
value investing as expressed by Graham and Dodd, the bell curve 
from statistics, and the work of John Schultz's minimum trend. 
This chapter presents a few of the basic terms and shows how 
the Market Profile is graphed. How to use Market Profile for 
trading stocks, stock indexes, and other futures contracts is also 
discussed. 

The easiest way to explain a Market Profile chart is to display 
it with each time period in a separate column—what is seen with 
a standard 30-minute bar chart. Prices are in ascending order on 
the vertical axis. Figure 6-1 is a standard 30-minute bar chart of 
the Dow futures contract traded on the Chicago Board of Trade 
(CBOT). The bar on the left side of the screen has a range of 9884 
to 9920 and represents trades occurring between 7:20 and 7:50 
a.m. CST. Each successive bar to the right represents a chrono¬ 
logical half-hour period of the day. 

Figure 6-2 shows the Dow futures contract for February 1, 
2002. It shows the same information as in Figure 6-1 but the 
half-hour ranges are displayed with letters instead of a vertical 
line. This is a Market Profile display split into 30-minute seg¬ 
ments, not a customary practice; it is done in this example only 
to simplify its explanation. It is scaled in four-point intervals for 
illustrative purposes. The "y" period has 10 time/price opportu¬ 
nities (TPOs). A TPO is a price that the market took an opportu¬ 
nity to trade at during a specific 30-minute period. In this exam- 
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Figure 6-1 Standard 30-minute chart of the Dow futures contract. 
Provided by CQG. 


pie, "z" period has 5 TPOs and "A" period has 8 TPOs. If that 
were all there was to Market Profile it would be the same as a 30- 
minute bar chart. 

Figure 6-3 has the same data as Figure 6-2; the only differ¬ 
ence is that it has been graphed according to standard Market 
Profile criteria. Note that during "z" period if a price from "y" 
period is repeated, the chart expands horizontally by moving to 
the right one column (the same as a standard 30-minute bar 
chart). However, moving beyond the low tick of "y" period, the 
chart expands vertically, NOT horizontally. The z's between 
9880 and 9872 are the first letters or TPOs at that price on that 
day so they go in the left-most column below the letter y. 

Notice that the first time any price trades during the day, it 
automatically is placed in the left-most column. When the same 
price trades during a different time period later in the day, the re¬ 
curring prices will move one column to the right. In Figure 6-3, 
the price of 9884 repeated in almost every half-hour segment of 
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the day. The price of 9920 traded in only three half-hour periods 
|y, B, and C). In general, prices visited many times during the day 
will have a high number of TPOs, prices visited infrequently 
during the day will have few TPOs. If the day is highly direc¬ 
tional, the profile will be more vertical and less horizontal. 
When a day has a lot of recurring prices, the Market Profile 
graphic will be more horizontal and less vertical. 

Figure 6-4 of the Japanese yen illustrates this concept very 
succinctly. On January 30, the Market Profile graphic is very 
horizontal (more normalized) because the prices had a high de¬ 
gree of recurrence. On January 31, the Market Profile display is 
elongated (more vertical), with single prints throughout. 

This use of the horizontal is the biggest difference between 
Market Profile and the conventional bar graph. In conventional 
charting, the horizontal is fixed because it automatically moves 
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Figure 6-2 Dow Market Profile display split into 30-minute segments. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 


Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by CQG. 











Understanding Market Profile 


55 


vertically), it moves to the left-most column below the y. If the 
theory behind this charting technique is difficult to understand, 
create a chart by hand for theoretical stock XYZ. Have it trade as 
many TPOs as wanted during the first period. Stocks start trad¬ 
ing at 8:30 a.m. CST ; therefore the first half-hour of trade is as¬ 
signed the letter B. At 9:00 a.m., the next time period (C) begins. 
Are the trade prices in C period a repeat of prices traded in B pe¬ 
riod? If the answer is yes, the chart will automatically expand 
horizontally. Move one column to the right and display the rep¬ 
resentative letter in that column. If the answer is no (because the 
trade price is higher or lower than the B period range), then the 
chart expands vertically. The TPO letters are placed above or be¬ 
low the first half-hour's range in the first column of the Market 
Profile graphic. That is how the Market Profile display formula 
works. 
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Figure 6-4 Japanese yen. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by CQG. 
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This is a somewhat philosophical point but it needs to be 
mentioned. Why is it that someone looks at a chart in the first 
place? They look at a chart to understand what is happening 
with a specific stock or commodity. The chart is a communica¬ 
tion vehicle. Its purpose is to communicate current market con¬ 
ditions. The best charting system is the one that communicates 
the most information to the reader. A charting system that can 
express itself two ways in the horizontal dimension has an in¬ 
herent advantage over a system that moves automatically to the 
right each half-hour. The rest of the book explains how to read 
all the information that Market Profile communicates. 

Market Profile crystallized the basic trading concepts Mr. 
Steidlmayer acquired after 25 years on the floor. These included 
his understanding of how the market worked, along with various 
trading assumptions and disciplines that have proved effective 
and stood the test of time. 


Basic Principles of Market Profile 

Let us start by laying out three operating principles that are be¬ 
hind Market Profile. First, Market Profile is a form of technical 
analysis, in that the information derived from it is mechanical in 
nature; it comes from strict and objective parameters and defini¬ 
tions. The difference between ordinary technical analysis and 
Market Profile is that Market Profile uses the evolving market 
rather than past market history as its database. 

Second, Market Profile is more of a present-tense, internal in¬ 
formation source as opposed to other technical tools like moving 
averages and relative strength, which are external to the market. 
Market Profile attempts to replicate what a trader standing in 
the pit sees that allows market activity to be read as it develops. 

A third difference between traditional technical analysis and 
Market Profile is that traditional technical analysis tries to pre¬ 
dict the future based on the past. Market Profile tries to identify 
the underlying conditions of the current markets movement for 
continuation or change. These underlying conditions are ex¬ 
pressed as the Market Profile expands horizontally, vertically, or 
in both directions. All of the parameters and definitions Mr. Stei- 
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dlmayer prepared for Market Profile are sound because they are 
derived from experience and represent the principal working 
parts of the market. However, markets are dynamic and chang¬ 
ing, and as they change new parameters and definitions are 
needed to represent the new areas of the market and the changes 
that have occurred. 

The most noteworthy change taking place in the trading com¬ 
munity today is electronic access. It has further globalized the in¬ 
dustry and decreased the cost of doing business for most partici¬ 
pants. Being a professional trader no longer requires spending 
hundreds of thousands of dollars on a membership at a stock or 
futures exchange. One needs only connectivity with an order¬ 
routing system. This allows for the most significant advantage of 
trading off the floor—mobility. By loading the order-routing sys¬ 
tem onto a computer, one is able to trade from home, office, while 
vacationing or commuting utilizing wireless technology. 


Reading the Market Profile Chart 

My intention is not to bore you with the details of how a Market 
Profile is created; however, it is the foundation on which our 
methodology is built. In the Market Profile chart, prices are ar¬ 
ranged along the vertical axis (y axis), the highest price at the top 
and the lowest price at the bottom. Trading activity at each price 
is then graphically displayed on this chart. In the standard dis¬ 
play, the trading day is divided into half-hour periods—a conve¬ 
nient, though arbitrary choice; some other time period could 
have been selected (some vendors allow for profiles to be dis¬ 
played in user-defined segments, e.g., 5-minute, hourly, daily). 
These periods are labeled with a letter for the first period of the 
day, and then progressing alphabetically. When a trade occurs at 
a particular price during a particular half-hour segment, the let¬ 
ter for that period is displayed at the appropriate price point on 
the chart. As the day progresses, and trades occur at various 
prices during different half-hour periods, a unique Market Profile 
for that day and that product is developed using the bell curve. 

The Market Profile presents a number of basic elements of 
the market in a rapidly understood graphic form. The smallest 
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possible unit is the TPO—a single letter representing a trade oc¬ 
curring at a given price at a given time. This is a direct descen¬ 
ded of John Schultz's minimum trend concept (the starting 
point for Mr. Steidlmayer's thinking about markets). 

A large horizontal bulge represents prices that occur often 
during the day, usually with the greatest volume of trade. The 
thinner parts of the profile represent prices that occur less often. 
In most cases, the middle of the profile represents the area of fair 
price, where most of the trading occurs; the top and bottom rep¬ 
resent relatively unfair prices, highs and lows, respectively. By 
noting how widely dispersed the high and low price excesses are 
and how far they are from the fair-price area, we can also see the 
relative unfairness of the day's high and low prices, presenting 
some degree of imbalance. 

In most cases, the Market Profile resembles a normal distri¬ 
bution curve, which, as statisticians have found, is the most com¬ 
mon organizing principle in nature. Because market behavior is 
human behavior, it is logical to expect that prices would follow 
the same statistical patterns that govern other human groups. 

The normal distribution form of the Market Profile also re¬ 
flects the market phenomenon by which participation drops off 
as prices move higher or lower. Just as individual bidders in an 
auction market drop out as price increases, so the Market Profile 
curve tails off at the upper end of the price range,- at the lower 
end, the curve tails off as sellers drop out of the market. This 
represents the declining volume of trade at these extreme price 
levels. 

Another way of looking at the normal distribution presented 
in a Market Profile is through the concept of the standard devia¬ 
tion, also drawn from the science of statistics. The standard de¬ 
viation is a way of measuring how far the values in any group of 
numbers vary from the mean, or average value in the group. In 
any normal distribution, values within a given number of stan¬ 
dard deviations from the mean will occur with a predictable fre¬ 
quency. Normally, about two-thirds of the values will fall 
within 1 standard deviation from the mean; 95 percent of the val¬ 
ues will fall within 2 standard deviations of the mean, and ap¬ 
proximately 99 percent of the data will fall within 3 standard de¬ 
viations of the mean. Figure 6-5 is a graphic representation of 
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Figure 6-5 A normal distribution with the first 3 standard deviations in each direction 
indicated. 


this. If the diagram is rotated 90 degrees clockwise, the Market 
Profile display appears. 

Now that the reader understands what a Market Profile re¬ 
veals, how can this information be used in analyzing market ac¬ 
tivity? Let us look at some details of how Market Profile reflects 
the development of a market as it happens. 

The skill of reading Market Profile can be broken into two 
parts. The first deals with the individual day, the second with 
combining days. The interaction of these two "time frames" cre¬ 
ates the conditions of opportunity. They need to be examined 
separately and then together to develop a good working under¬ 
standing of Market Profile. 


Day Structures: Five Typical Patterns 

The purpose of the day structure is to find and maintain a fair 
price. This allows the market to do business because no one will 
intentionally trade at a price known to be unfair. This activity of 
the market in seeking and maintaining a fair price needs to be ex¬ 
plained in relation to the day structure. 

Study of the day structure begins with the first hour's price 
range—the range represented by the first two half-hour seg- 
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ments. This is defined as the initial balance area of the day. The 
accumulated trades in this area represent a beginning fair price 
for specialists and locals, for they account for a large amount of 
the trade during the first hour. 

This is all well and good for them, but other traders soon 
come in to take advantage of price. These are generally beyond- 
the-day traders. Their activity upsets the delicate balance and 
price has to move to make an adjustment. If they give the mar¬ 
ket only a little nudge, price will not move very far,- if they give 
it a big push, price will move rather dramatically. 

By using the initial balance (first hour's trade) as a base, it is 
possible to project daily ranges based on the measured activity of 
outside longer-term participants (beyond-the-day trader). The 
beyond-the-day trader activity can range from extremely low to 
extremely high. This activity leaves a "footprint" in the market, 
which we have quantified and categorized as the five types of day 
structure. 

First, there is the nontrend day. On a nontrend day, long¬ 
term traders exert little or no influence on the market. The mar¬ 
ket exhibits no or almost no extension of its range of prices 
beyond what is seen in the first hour. Additionally, the day's 
range is usually small. The Market Profile for January 28 in Fig¬ 
ure 6-6 is a good example of a nontrend day. The first hour's 
prices are represented by the C and D prints in the profile; note 
that the range for the day was not extended beyond the first 
hour's range—a nontrend day. The reason the day unfolds into a 
nontrend-type day is because beyond-the-day traders see little 
opportunity/advantage to trading existing prices. 

The next possibility is a day in which the market gets a 
slight push from the beyond-the-day traders, usually resulting 
in a slight extension beyond the initial balance. We call this a 
normal day. On a normal day, outside or long-term activity rep¬ 
resents about 10 to 20 percent of the trading activity for the day 
and it produces a directionally biased range extension of about 
50 percent beyond the first hour's range. In Figure 6-7 the pro¬ 
file dated January 30 would be categorized as a normal day. The 
first hour's range (y and z) was 12 ticks and the expansion be¬ 
yond that range was 6 ticks. Typically on either a normal day 
or a nontrend day, the first standard deviation will be in the 
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Figure 6-6 Market Profile display of lean hogs showing nontrend day and normal variation 
day on January 28 and January 29 respectively. 

Copyright © 1984 Chicago Board of Trade. CBOT Market Profile, Market Profile, Liquidity Data 
Bank, and LDB are registered trademarks of the Chicago Board of Trade. All Rights Reserved. 
Provided by CQG. 


middle of the range with the second and third standard devia¬ 
tions above and below. 

The next type of day we call a normal variation day. It takes 
place when the longer-term trader represents 20 to 40 percent of 
the activity for the day. As a rule, on a normal variation day, the 
day's expansion is about double the range of the first hour's trade. 
In Figure 6-6 the profile display for January 29 is a good example 
of a normal variation day. On this day, the first hour's trading 
range was 11 ticks (C and D periods). Later in the day, longer-term 
traders came in and expanded the range higher by some 9 ticks, 
which satisfies our criterion of doubling the first hour's range. 
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Moving out on the curve, the next type of day is the trend 
day. On a trend day, the outside traders represent about 40 to 60 
percent on the market's activity. The market moves dramati¬ 
cally away from its opening price range. It normally closes 
within 10 percent of the extreme in the direction of its move¬ 
ment during the day. Additionally, the first hour's range is typi¬ 
cally small. Also note that half-hour ranges are directional. By 
that I mean the day should hold directional integrity with suc¬ 
cessive higher half-hour highs and higher half-hour lows or 
lower highs and lower lows. On this day, the buyers or sellers 
have used up all their bullets so the next day is not a good envi- 
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Figure 6-7 Market Profile display of 10-year agency notes showing a normal day and trend 


day on January 30 and February 1 respectively. 
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Figure 6-8 Market Profile display of the LI.S. Treasury bond showing a neutral day. 
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ronment for continuation. In Figure 6-7, the profile for February 
1 (2/1) illustrates a trend day. The market opened at the low of 
its range for the day and closed near the high. Notice also that 
the market held directional integrity to the upside (higher highs 
and higher lows) and had single prints within the day. 

The fifth basic classification of days is the neutral day. This 
is a day in which the long-term traders exert opposite or con¬ 
flicting influences. On the typical neutral day, both upside and 
downside range extensions occur, netting out to little or no price 
change for the day. The psychology behind the neutral day is 
quite interesting. As we know, range extensions are a function of 
the longer-term trader participation. On neutral days, both 
longer-term buyer and seller involvement in the same range of 
prices is an indication of their uncertainty. The profile displayed 
in Figure 6-8 would be categorized as a neutral day. 
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A few observations made over time pertaining to the stan¬ 
dard neutral day are symmetry in range extensions and propen¬ 
sity for a close near the middle of the day's range. In talking 
about symmetry in range extensions, I mean the range extension 
above the first hour's range is approximately the same number of 
ticks as the range extension below the first hour's range. The 
neutral day in Figure 6-8 displays this symmetrical characteris¬ 
tic. The first hour's range during y and z periods was expanded 
by 5 ticks to the upside and 5 ticks to the downside. Thus, the 
buyers' and sellers' commitment, or more specifically lack of 
commitment, is about equal. Buyers and sellers committing to 
an idea and not getting a payoff are the reasons for the phe¬ 
nomenon of closing near the middle of the day's range. This 
indecisiveness of the buyers and sellers also creates the self- 
fulfilling prophecy of neutral days begetting neutral days. There 
is no strong conviction by the longer-term participant, therefore 
they get involved, see no follow through, and get out. The oppo¬ 
site biased participant does the same thing, causing a preponder¬ 
ance of neutral days. 

A derivative of the neutral day is the running profile neutral 
day. As in the standard neutral day, one sees longer-term partici¬ 
pants expand price activity above and below the initial balance. 
The most significant difference between the running profile neu¬ 
tral day and the standard neutral day is the magnitude of the range 
extension and proximity of the close to the day's extreme. One 
will find that either the buyers or the sellers have more of an ax to 
grind, allowing for a settlement price near the day's high or low. 
Quite often, this day can signify change in trend. Essentially a run¬ 
ning profile neutral day is 2 days rolled into 1. Figure 6-9, Cisco 
Systems, is an example of a running profile neutral day for January 
9. The daily profile has been segmented accordingly. Note that 
during the first two-thirds of the day, the market expanded above 
the first hour's range by a few ticks and then started trading side¬ 
ways. During the last three time periods of the day, the market 
sold off sharply. Thus the main difference between the two—the 
standard neutral day typically will have somewhat "balanced" 
range extensions whereas the running profile neutral day usually 
has a skew in one direction. The skew (or latest biggest move) typ¬ 
ically is a precursor to continued price movement in that direc¬ 
tion. The Cisco example held true to form: following the weak 
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Figure 6-9 Market Profile display of Cisco Systems showing running profile neutral day 
segmented on January 9- 
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close of $20.85 on January 9, the market rallied 50 cents the next 
day and then broke $3.00 over the next 7 days. 

Almost any trading day will fall into one of these classifica¬ 
tions—nontrend day, normal day, normal variation day, trend 
day, or neutral day. Each involves a different set of likely range 
parameters, produced by a particular imbalance between short¬ 
term and long-term traders. If one can make the correct classifi¬ 
cation as the day develops, one can project how far the market is 
likely to move and create trading opportunities. 

Table 6-1 contains what I call the matrix of day structure. Its 
purpose is to assist you in understanding the horizontal/vertical 
relationship between different day types. We often call this rela¬ 
tionship between horizontal and vertical the degree of efficiency. 
A market with more horizontal or locked-in price control is 
called efficient. A market in more of a vertical phase—moving 
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Table 6-1 Matrix of Day Structure 


Day Type 

Degree of Horizontal 

More Horizontal Less Horizontal 

Nontrend 

XX 

Normal 

XX 

Normal variation 

XX 

Trend 

XX 

Neutral 

XX 

Running profile neutral 

XX 


out of a price control area, more expansive—is called inefficient. 
The day types are listed in rows on the left side of the table. The 
columns to the right have double X's opposite the day type, re¬ 
flective of the degree of horizontal in the daily profile. The fur¬ 
ther the X's are to the left the "fatter" (more horizontal) the pro¬ 
file. The further the X's are to the right, the "thinner" (less 
horizontal) the profile. Efficiency is signaled by X's on the left 
side of the table, and inefficiency is denoted by X's on the right 
side of the table. 

From a daily Market Profile perspective, the beginning and 
end of the trading day create a market-imposed timeframe. There 
is a defined beginning and ending of the structure: a reference 
point from which to initiate positions and liquidate positions for 
those wishing to avoid overnight risk. When the psychology of 
the participants is incorporated with the time constant, one is 
able to utilize the measurement tools of the day structure. By us¬ 
ing the initial balance as a gauge, one is able to measure stopping 
points for day structure. In stocks, for instance, this chronologi¬ 
cal profile would begin at 9:30 a.m. and finish at 4:00 p.m. EST. 
The initial balance would be from 9:30 to 10:30 a.m. EST. Fol¬ 
lowing the first hour's trade (initial balance), the longer-term par¬ 
ticipants will expand the range higher or lower depending on their 
perspective of value relative to price. Based on the first hour's 
range and an understanding of day structure, one is able to project 
potential stopping points within the day. 

One is able to apply this same concept and measurement tool 
as discussed earlier when looking at the market from a longer- 
term perspective. For instance, a logical starting point for the 
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fixed income markets might be the day of the quarterly or 
monthly refunding. For the energy markets, one might want to 
look at the American Petroleum Institute (API) stats, American 
Gas Association (AGA) numbers for natural gas, or earnings re¬ 
ports for stocks. That point in time is used as a reference point 
pertaining to the initial balance for that contract. Price activity 
then expands that range and one is able to project future price ob¬ 
jectives based on the assumptions presented earlier in describing 
day types. 

For instance, consider 2 days as the initial balance for con¬ 
tracts having significant reports on a weekly basis. We will look 
at March West Texas Intermediary (WTI) traded on the New 
York Mercantile Exchange (NYMEX) as our example. The API 
report is released at 4:00 p.m. EST on Tuesday. The 2-day initial 
balance would be from 4:00 p.m. Tuesday to 4:00 p.m. Thursday. 
The expansion above/below this range would signify strong buy¬ 
ing/selling measured against the range of the initial balance to 
project stopping points. For this example, let us look at Figure 
6-10 with January 9th and 10th as the initial balance. For those 
2 days, the range was $20.35 to $21.95 or $1.60 (owing to display 
limitations, we are unable to show prices in this example above 
$21.28). Calculating the initial balance range allows for projec¬ 
tion of stopping levels based on the understanding of structure. 
However, in this case, weekly structure not day structure is dis¬ 
cussed. Based on the 160-tick weekly initial balance and realiz¬ 
ing that the market expanded lower, one is able to project stop¬ 
ping levels for a normal week or normal variation week. A 
normal week which is a 50 percent expansion of the 160-tick 
($1.60) initial balance would be 80 ticks. A normal variation 
week would expand the 160-tick range by 100 percent (160 
ticks). Thus knowing the low of the initial balance to be $20.35, 
it is possible to calculate a normal week to $19.55 ($20.35 - .80) 
or a normal variation week to $18.75 ($20.35 - 1.60). In this ex¬ 
ample, the low of the 5-day structure was $19.30, which slightly 
exceeded the objective of a normal week by some 25 ticks. Not 
bad, considering the range for those 5 days was 260 ticks. 

Conceptually, what I am doing is moving farther and farther 
away from the trees to get a clear picture of the forest. Schultz's 
minimum trend concept creates a profile of the smallest working 
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Figure 6-10 Crude Light, March. 
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part of the market. From this, one is able to extrapolate larger and 
larger pieces of information until some macro profile is created. 

For an example of a macro profile, look at the 30-year Trea¬ 
sury bond traded at the CBOT. Since its inception in 1977, the 
30-year (adjusted for a 6 % coupon) has traded between 58.00 and 
112.00 (give or take a few points). If a graphic of this price activ¬ 
ity were created, the profile would look much like a normalized 
bell curve: a preponderance of trade toward the middle of the 
price range and less toward the extremes (highs and lows). In 
these macro profiles, what typically puts these extremes in place 
is a news-driven event or fundamental change. Coincidentally, 
both affected the 30-year Treasury bond toward the end of 2001. 
The September 11 terrorist attack was the news-driven event 
and discontinuing issuance of 30-year debt was the change in 








Understanding Market Profile 


69 


fundamentals. This caused a spike to 113 on the nearby futures 
contract, creating an extreme. 

From a statistical standpoint, one can calculate the third 
standard deviation of a contract by knowing the total range a 
market has traded since inception and that approximately 2.5 
percent at either "tail" accounts for the third standard deviation. 
Subtracting the life-of-contract low of 58.00 from the high of 
112.00 gives a total range of 54 points for the treasury bonds. The 
2.5 percent tail would equal about 1.35 points on the Treasury 
bond. Thus, the spike of 1 + points over the life-of-contract high 
falls within the third standard deviation for the bond contract. 
Owing to limitations in software applications and publishing is¬ 
sues, it is not possible to create a huge composite profile of the 
bonds since they were launched in the early 1980s. Instead, a 2- 
month profile has been created to help illustrate the point (see 
Fig. 6-11). Hopefully the idea is conveyed in a manner that helps 
the reader conceptualize the thought. 

This trade into and above the third standard deviation of the 
existing macro profile created a great selling opportunity for 
those looking at the market from a very long-term perspective. 
However, this push to new contract highs could have been a buy 
signal for people trading a short-term program. That is what 
makes markets and explains why there are buyers and sellers at 
every price. The shorter-term player sees a momentum play to 
the upside that he or she buys and the macro trader sees histori¬ 
cally high prices that she or he sells because they should not be 
accepted over time. 

This example is a great segue into coactive time frames. 
Coactive time frames are the push and pull that occur in all mar¬ 
kets as people trade the market with different durations in mind. 
As long as historical data exist, traders are able to gauge current 
prices against historical prices and determine whether this cur¬ 
rent price is at, above, or below value relative to the time frame 
they wish to trade. Is there an opportunity? 

Creating these longer-term chronological profiles requires 
nothing but a little creativity and observational skills. I call 
them chronological because some standardized point of refer¬ 
ence is used for the beginning and end of a profile (i.e. weekly, 
between quarterly refundings, between earnings reports ...). The 
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Figure 6-11 Two-month profile. 
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theory has evolved and moved away from chronological time to 
a market-generated time continuum that is called market time. 

Four Steps of Market Activity 

This market-generated continuum can be clearly explained us¬ 
ing what is called the four Steps of Market Activity. It is the pro¬ 
cess markets go through to factor out inefficiencies. Inefficien¬ 
cies are defined as the directional move, money flow, or 
distribution that propel prices sharply higher or lower within a 
defined amount of time. This viewpoint can be from a micro or 
a macro perspective. It is a visualization process that can be ap¬ 
plied to any bar chart under any resolution. In other words, one 
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can monitor a 5-minute, 30-minute, daily, or any duration in be¬ 
tween and visualize this phenomenon. It is one of the most im¬ 
portant, it not the most important, skill a trader must learn and 
apply to be successful. The four steps are: 

Step 1 Series of prices in one direction 
Step 2 Trade to a price to stop the market 
Step 3 Develop around that stopping price 
Step 4 Move to efficiency (retracement) 


Step 1, which is a series of prices in one direction (often 
called a distribution), could be the function of an economic num¬ 
ber and therefore have a life of only a few minutes or it could be 
a far more significant event that lasts a number of days or longer. 
The second step in this cycle is the stopping phase. This does not 
necessarily mean the market cannot trade higher or lower than 
the stopping level, it means only the expansion phase has run its 
course and momentum should be waning. The third step is the 
development phase, which signals some degree of acceptance 
around the stopping price. In some time frame, it would be de¬ 
fined as the first standard deviation. Finally, step 4 is an attempt 
for the market to move to efficiency, in other words retrace some 
of step 1 and move the first standard deviation back toward the 
middle of the vertical range of the structure. A structure with a 
completed step 4 would look like a normalized bell curve. How¬ 
ever, the markets do not make things easy and at times the mar¬ 
ket can skip step 4 and continue in the same direction as step 1. 
At other times, the steps are shortened or skipped all together. 
Once again I want to emphasize how important it is conceptu¬ 
ally to understand this four-step process and be able to visualize 
the process in day-to-day trading. The reader who can accom¬ 
plish this task will move far along the curve of becoming a suc¬ 
cessful trader, guaranteed! 

In trading, major fundamental and/or economic events occur 
with some degree of regularity and these events often signal 
change. Some recent events include Russian grain embargo, de¬ 
valuation of the Mexican peso, falling of the Berlin Wall, Desert 
Storm, and the War on Terrorism. Some of these events were 
commodity-specific,- others affected the entire economic spec- 
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trum. This change in psychology is the natural beginning of a 
longer-term profile, one that is constructed via market time as 
opposed to chronological time. Market time means something 
that is free forming, it does not necessarily fall within the con¬ 
fines of the hour, day, or other time frame. It may begin with 
Alan Greenspan mumbling "irrational exuberance," a change in 
the weather forecast to include rain in the middle of a drought, 
or the International Monetary Fund (IMF) bailing out a Third 
World country down on their luck. 

These events can occur at any time of the day or night; thus, 
the beginning of the structure does not have to coincide with the 
start of the day. Nor does the event need to be of such biblical 
proportions as those listed previously. They may be nothing 
more than a minor economic event or a larger player getting in¬ 
volved in a position. The life of the structure (profile) may be 
minutes, hours, days, or more. 

As children growing up, all of us have memories of playing 
sandlot ball or learning how to ride a bike or swing a golf club. 
The teacher was probably one of our parents, an older sibling, or 
the kid in the neighborhood who seemed to be good at every¬ 
thing. Over time, we became more and more proficient at our 
chosen activities through day-to-day involvement or practice. 
This process of self-discovery is ultimately responsible for all of 
our achievements, no matter how large or small. 

In learning, the cursory overview is followed by clumsy at¬ 
tempts that evolve into more fluidity and ultimately accom¬ 
plishment. The light goes on ; "I got it" is exclaimed. I can hit 
that baseball, ride that bike, and do that long division. The 
amount of time needed to reach this stage varies based on the 
task involved and the ability of the individual. Some people are 
naturals; others are relentless in their efforts, yet things come to 
them more slowly. 

Once a person becomes accomplished at something, it be¬ 
comes second nature and she or he needs to look internally to 
understand all the mechanics of what goes into the task. 
Through great amounts of inner and external observation, this 
accomplished person may be able to take a leap forward and be¬ 
come a teacher, verbalize the process. 
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Market Profile and we as teachers of the methodology have 
gone through a similar “evolution." In the early stages of our 
trading careers, we had some ideas that we felt had a sound foun¬ 
dation (bell curve). We pumped exchange data into this graphic 
display to create the Market Profile. The problem was there was 
no one out there with the ability to show us how to use the tool. 
Self-discovery in its most basic form was necessary to expand 
our knowledge base and grow. We pursued the task with enthu¬ 
siasm and vigor. There was no blueprint in place. At times, we 
reached a fork in the road and went down the wrong path, need¬ 
ing to backtrack and find our way again. Now some 20 years af¬ 
ter its introduction to the trading community, we are finally in 
a position to verbalize the concepts. 


Internal Time Clock of the Market 

A logical progression or evolution of the four steps of market ac¬ 
tivity is the internal time clock of the market. Understanding 
and applying this concept will improve one's trading from a tim¬ 
ing standpoint. Knowing the different thresholds or breakpoints 
of the internal time clock of the market will allow the reader to 
more objectively measure the four steps of market activity. 

What is the internal time clock of the market? It is a tool de¬ 
veloped to measure the recurrence of prices traded over time. 
How does it work? It looks at the timeslots used or total number 
of letters accumulated across the wide TPO point of the data 
mass being measured and assigns that number to the structure. 
Figure 6-12 is a display of the July soybeans. Laser lines (propri¬ 
etary study generated off Capital Flow 3.76) have been generated 
for two individual composite profiles for the purpose of display¬ 
ing the wide TPO point of the structure. The wide TPO point for 
each structure is referenced with the solid horizontal line across 
the profile. The number of letters within the shaded horizontal 
line is the TPO count for the structure. Counting the number of 
TPOs across the first structure, one finds there are 24 TPOs; 
across the second profile, there are 14 TPOs. Through observa¬ 
tion over time, this information has been quantified to help de- 
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Figure 6-12 Display of July soybeans with the laser lines. 
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termine whether the market is in a condition for continuation or 
change (nonrandom or random). 

Recall that the four steps of market activity: 

Step 1 Series of prices in one direction 
Step 2 Trade to a price to stop the market 
Step 3 Develop around that stopping price 
Step 4 Attempt to move the first standard deviation (stop¬ 
ping and developing prices) back toward the middle of 
the vertical range of the structure 

The internal time clock of the market can be used to objectively 
tell where one is within this process. We categorized the time- 
slots used (wide TPO point of structure) to assist us in deter¬ 
mining the four steps. 
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Timeslots-Used Matrix 


0-18 timeslots used 
19-29 timeslots used 

30-42 timeslots used 


43-75 timeslots used 


Trend continuation 
Market has reached level of contain¬ 
ment, therefore in step 3 
Normal development time for step 3 
and change to step 1, which could be 
in same direction as original step 1 or 
could be counter to original step 1, 
which by default is step 4 
Market has reached a state of overde¬ 
velopment and prices should move 
opposite the direction it took to get 
there 


Note that these numbers should not be seen as absolutes. For in¬ 
stance, markets that are more volatile may see development 
times shortened by as much as 20 percent across the board; sim¬ 
ilarly, markets that are relatively static and have less trading in¬ 
terest may have development times increased by as much as 20 
percent. 

Now that the reader has a general understanding of what to 
look for when measuring the internal time clock of the market, 
let us work through an example to reinforce the concept. 
Within the Capital Flow 3.76 universe, we suggest leaving a 
laser line study open-ended to be cognizant of where the cur¬ 
rent development is within the internal time clock of the mar¬ 
ket. Figure 6-13 is a daily profile display of the September Mu¬ 
nicipal Bond Index traded on the CBOT. The data will be 
manipulated to help the reader understand how to work with 
the internal time clock of the market. In Figure 6-14, a few 
days of profiles have been combined to create a composite pro¬ 
file with a laser line study overlaying the composite unit. The 
wide TPO point of the profile is 11 at the price is 101.04. In the 
upper left-hand comer of the laser line overlay is the pertinent 
information to the internal time clock of the market: the actual 
price at the wide TPO point of the structure and the timeslots 
used for the internal time clock of the market. The top number 
indicates the price of the wide TPO, where the laser line is af- 
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Figure 6-13 Daily profile display of the September Municipal Bond Index traded on the 
Chicago Board of Trade. 


Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 


fixed to the structure. Below this number is a series of three 
numbers, the first of which is the total number of half-hours in 
the structure, the second number indicates the number of half- 
hour bars along the laser line or wide TPO point of the struc¬ 
ture (the number used within the internal time clock of the 
market). Looking at our timeslots-used matrix, the current 
reading of 11 timeslots used falls within the trend continuation 
mode for the measured structure. 

Figure 6-15 shows how the market continues to expand ver¬ 
tically to the downside with no additional horizontal develop¬ 
ment. With the market trading near 99 even, our wide TPO 
count still sits at 101.04. As more data are brought into the anal- 































Understanding Market Profile 


77 


ysis, Figure 6-16 illustrates continued price erosion to the down¬ 
side and that the laser line has shifted to a lower price of 99.15. 
The internal time clock of the market measurement stands at 
14, indicating trend continuation. Adding a few more days into 
the analysis, in Figure 6-17 the laser line or wide TPO point has 
moved a few ticks lower to 99.12. The total number of half-hours 
or the internal time clock of the market has reached 22, moving 
out of trend continuation and into containment based on our 
timeslots-used matrix. 

As more data are brought into the structure, Figure 6-18 
shows a clearly defined 3:2:1 to the downside. Based on the four 
steps of market activity, there is a series of prices in one direc¬ 
tion, trading to a price to stop the market (99.12), and we have 
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Figure 6-14 Time/price opportunity (TPO) Composite Profile highlighted with box. 
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Figure 6-15 The market continues to expand vertically. 
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developed around the stopping price. Looking at the four steps, 
one would now expect the market to try to move this stopping 
price back toward the middle of the vertical price range of this 
structure. Seeing the stopping and development occurring, the 
logical question would be, when can one look for this backing 
and filling to occur? Based on the internal time clock of the mar¬ 
ket 30 to 42 time slots used is the normal development time for 
step 3 and a move to step 4. With the internal time clock of the 
market reading 40, this market is ripe for some type of reversal 
from a timing standpoint. A strategy might be to initiate a long 
position once the market starts to rally above the laser line (wide 
TPO point) or possibly sell puts on the breaks, knowing the mar¬ 
ket is due to trade sideways at worst. 
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Owing to space limitations, I have moved from a profile dis¬ 
play to bar chart display and left the laser line study on the chart 
for reference purposes (Fig. 6-19j. Moving to a bar chart display, 
the horizontal depth a profile affords the user is lost; however, I 
think a simple visualization exercise will convey the rest of the 
story. The vertical bar with the box around it represents the big 
composite profile that has been used to monitor the internal 
time clock of the market. Reaching a maturity level of 40 has 
one looking for backing and filling to occur. Looking at the bar 
chart, one can see that is exactly what happened from the time 
the laser line study was closed off. For the following 3 weeks, 
prices pushed away from the wide TPO point of 99.12 and never 
retested that price. 



Figure 6—16 Continued price erosion to the downside. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 
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Figure 6-17 Wide TPO point moved to 9912. 
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Understanding that out of price control comes non-price 
control, one should be able to become proficient at recognizing 
when a market has entered the distribution process and thus 
"turn on the clock" to assist in determining where one is within 
the development matrix. A thought process I encourage traders 






Understanding Market Profile 


81 


to develop is looking for endings as opposed to beginnings. By de¬ 
fault, is not an ending also some sort of beginning? If one has 
a tool to assist in determining when the structure is complete, 
isn't one a step ahead of the game, sitting in a position knowing 
that volatility should come back into the market? Taking this 
one step further based on the four steps of market activity, one 
should be able to make an educated guess on direction. At that 
point, one can trade the underlying or use options to implement 
a strategy. 



Figure 6-18 Clearly defined 3:2:1 to the downside. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
.All Rights Reserved. Provided by Steidlmayer Software Inc. 
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Figure 6-19 Muni bond displayed in bar chart format with 3:2:1 down referenced with 
large box around price activity. 

Provided by Steidlmayer Software Inc. 


Beyond-The-Day Activity 

The beyond-the-day trader will be buying or selling at different 
price areas in the market; and we know, from experience, that 
long-term traders do not make a habit of trading with one an¬ 
other but almost always with the day traders, locals or special¬ 
ists. Some of the participants in the commodity world who 
would be categorized as longer-term or commercial traders who 
seldom trade with one another would be the end-user and the 
producer. Look to the grain markets for an example and focus on 
corn specifically and use the Midwestern farmer as the producer 
and General Mills as the end-user. The criterion for when to get 
involved is different for both parties. The producer (farmer) 
wants to sell at the highest price possible to realize the most 
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profits from the crop, and the end-user (General Mills) wants to 
buy as cheaply as possible to produce the finished good at a com¬ 
petitive price. The dynamics of each of their operations is differ¬ 
ent. Yet the goal is the same—turn a profit. The variables affect¬ 
ing the profitability of the farmer can range from costs of 
fertilizer, petroleum, and labor; the unknowns of weather; yield; 
and demand. The variables affecting the end-user can range from 
availability and cost of substitutes, cost of labor, and selling 
price of finished good. The polarity at which these two parties 
approach the market does not encourage the direct trade of com¬ 
mercial to commercial. On average, it is not a win/win situation. 
When the grain prices are low, the end-user gains and the pro¬ 
ducer loses; when the grains are highly priced, the producer ben¬ 
efits and the end-user loses. This is not a business model that 
allows for much staying power by either participant. That is 
where the intermediaries come into play. The local, day trader, 
and position trader create liquidity and direction, which create 
the volatility that allows producers and end-users to participate 
at prices that are more palatable. 

So one needs to be able to look at the range and development 
of the Market Profile and extract from it the long-term trader's 
activity. The long-term trader will be active throughout the pro¬ 
file, so one needs to examine the profile in its entirety not to 
miss any information. 

Let us start by defining some important terms that will help 
us understand the long-term activity. The first term is an ex¬ 
treme. An extreme is activity at the top or bottom of the price 
range represented by two or more TPOs (single prints on the pro¬ 
file) by themselves. An extreme results when there is a direc¬ 
tional bias in the market and the opposite participant comes into 
the market and overwhelms the existing direction. In this sce¬ 
nario, an extreme is left in the market. An extreme cannot occur 
in the last period of the day because there is no successive trade 
against which to test. By definition, an extreme is a price that the 
market has tested, then moved away from quickly or rejected. A 
term synonymous with extreme is buying tail and selling tail. 
The buying tail would be the single prints below the first stan¬ 
dard deviation,- the selling tail the single prints above the first 
standard deviation. The word tail came into being because visu- 
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ally the first standard deviation of a profile looks like the "body" 
and single prints the "tail." 

Figure 6-20, Tribune Company, contains some examples of 
extremes, together with some patterns that might resemble ex¬ 
tremes but that do not really fit our definition. The elements la¬ 
beled 1, 2, 3, and 4 in the figure are extremes. Each is a series of 
two or more TPOs that the market moved away from as an un¬ 
fair price. Conversely, the element labeled 5 is not an extreme 
because it occurred during the last time period for trading—these 
prices could not be tested by any successive trade so it is not cat¬ 
egorized as an extreme. Finally, the print labeled 6 is not an 
extreme because it is a single tick at the low of the profile. An 
extreme, by definition, must be two or more ticks and cannot oc¬ 
cur during the last session of the day. 
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Figure 6-20 Tribune Company with extremes denoted by numbers 1, 2, 3 and 4. 
Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by CQG. 
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Figure 6-21 Live cattle with daily auction points circled. 
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Another important term is range extension. A range exten¬ 
sion is any extension in the day's price range that occurs beyond 
the first hour of trading. What causes the range extension 
above/below the initial balance is longer-term buyers/sellers get¬ 
ting involved in the market because they believe prices to be too 
cheap/expensive, respectively. In Figure 6-21, the first hour's 
trading for each day is represented by the C and D prints. The 
point at which the range extension occurred each day is indi¬ 
cated by the circled print and is called the auction point. In each 
case, this was the first TPO for the day located beyond the first 
hour's range. The auction point, or the specific point in time and 
price at which longer-term buyers or sellers step into the market, 
is an important piece of information. It is the starting point for 
measuring the supplemental range parameters that allows one to 
project objectives for day structure. Additionally, this auction 
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point up or auction point down should serve as support or resis¬ 
tance, respectively, until it is tested at some later time. The live 
cattle display in Figure 6-21 supplies a better understanding of 
how the auction point works. The first profile displayed has a 
range extension above the first hour's range at 7010. This is 
called our auction point to the upside and a horizontal line has 
been drawn across the screen at this price to give a reference 
point of support for later trade. The next day, the market opens 
up unchanged and trades down through the auction point by a 
tick or two and then reverses and closes higher. A few days later, 
the market again comes down and tests the auction point to the 
upside and the market holds once again. Generally, one wants to 
be loose in interpretations of price activity because trading is not 
an exact science. As long as the market does not violate an auc¬ 
tion point by a significant amount and as long as it continues to 
close in the auction direction, the level is good. 

The last term covered in this section is TPO count. A TPO is 
created each time a new price occurs during one of the trading 
day's half-hour time periods. Collectively, these TPOs make the 
daily profile. To find the TPO count for any given day, first lo¬ 
cate the price with the greatest number of TPOs nearest the mid¬ 
dle of the range (fattest part of profile). Then count the number 
of TPOs (total letters) above and below this line. The result is the 
TPO count. The premise is that profiles eventually build into 
some type of a normalized bell curve. Thus, if there are more let¬ 
ters below the wide point of the profile, TPO buying occurs and 
the price activity should "roll" higher and spend time building 
TPOs above the wide TPO line to create a normalized bell curve. 
Conversely, if there are more letters above the wide TPO line, 
TPO selling exists and subsequent price activity should roll 
down and develop below the wide TPO point to create some type 
of a normalized bell curve. 

The March 2-year note will provide some insight on how to 
interpret the TPO count. In Figure 6-22,1 have drawn a horizon¬ 
tal line across the wide TPO point for the profile on January 25. 
In a box at the bottom of the page is the corresponding TPO 
count for that day's activity. If the price scale were changed to 
one tick for the contract and the total number of TPOs above and 
below the wide TPO point counted, there would be 57 buying 
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Figure 6-22 Two-year note with TPO counts shown. 
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TPOs and 34 selling TPOs (the TPO count is shown in the box 
below the profile opposite the word TPO; the bottom number 
signifies buying TPOs and the top number selling TPOs). If the 
cursor continues to move over the wide TPO point for each pro¬ 
file, the next two profiles would also have buying TPO counts of 
38/14 and 72/32 for January 28 and 29, respectively. These num¬ 
bers are not displayed in the TPO count because the cursor is not 
over the wide TPO point for the given profiles. In other words, 
for 3 consecutive days the buyer dominated and the prices 
worked higher. On the fourth profile of Figure 6-22, which also 
happens to be the first profile on Figure 6-23, notice the TPO 
count has moved from buying to selling. In Figure 6-23, this is 
determined by drawing a horizontal line across the widest TPO 
point nearest the middle of the day's range for the profile dated 
January 30. By looking at the box below the daily profile, one can 
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Figure 6-23 Two-year note showing TPO selling on January 30. 
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see that the TPO count is 59 selling TPOs and 46 buying TPOs. 
On balance, the day was a selling day and one can expect prices 
to try to trade lower. On the next day, expectations are met as 
the market has a decent selloff. 

By monitoring extremes, range extension, and the TPO 
count for any developing market, one can gain a sense of what 
long-term traders are doing. As long as the activity of the be- 
yond-the-day traders is unbalanced, the price level will tend to 
maintain itself or move directionally. For instance, 5 consecu¬ 
tive days of activity with 10 buys and 3 sells (activities we are 
measuring are extremes, range extensions and TPO's for each of 
the 5 days) will mean that the market should hold its price, if not 
move higher. Conversely, if there were 3 buys and 10 sells, one 
would expect to see prices either remain the same or fall. 
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As the reader can see by combining an understanding of the 
day time frame and beyond-the-day disciplines, the lever that 
causes market activity to increase or decrease is the raising or 
lowering of prices. A large day time frame influence pushing 
prices down creates a good opportunity for the long-term trader 
to enter the market from the long side, assuming the trend has 
been up. By the same token, too large an imbalance of buying 
that ends a long-term market trend usually creates a good op¬ 
portunity for the day trader because it will probably cause an ex¬ 
cess in the market place once it moves away from those prices. 
This is called trapped money. The rally in the 30-year Treasury 
bonds following the terrorist attack and government discontinu¬ 
ing issuance of 30-year debt is a great example of a long-term ex¬ 
cess. The market rallied from 102 to 112 over 2 months and 
broke back down to 104 in 2 weeks. The high established in this 
time frame could serve as an excess for many years to come. 

Price cannot simultaneously serve two masters. This is the 
basic principle that creates opportunity for a trader. 

Initiating Versus Responsive Activity 

Understanding and distinguishing between these two types of 
activity are difficult for many traders. In this section, I give some 
tips that should help the reader deal with them conceptually and 
practically. 

First, consider initiating and responsive activity as they re¬ 
late to the previous day. Use the previous day's value area as a 
reference point. The value area is defined as the first standard de¬ 
viation of that day's range. In other words, the value area should 
encompass approximately 68 percent of the day's volume or 
TPOs. It would necessarily include the widest part of the profile. 
For those not having access to a vendor-calculated value area or 
for those keeping profiles by hand, the calculation is quite sim¬ 
ple. First count the total number of TPOs in the given profile and 
determine what 68 percent of that total would be. Next go to the 
profile graphic and locate the two consecutive prices that en¬ 
compass the greatest number of TPOs nearest the middle of the 
days range. Finally, take the two consecutive prices above the 
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wide TPO line and add the number of TPOs in that group. Do 
the same for the two consecutive prices below the wide TPO 
line. Compare the two group's totals and add the greater of the 
two to the existing TPO count. Continue this process until 68 
percent of the total TPOs are accumulated—this is the TPO 
value area. 

Next, reference the market activity of extremes, range ex¬ 
tensions, and TPOs as they evolve in the newly developing day. 
The key is to track market activity above or below the previous 
day's value area. When today's activity is buying below the pre¬ 
vious day's value area, this is responsive activity. So is selling 
above the previous day's value area. Participants are responding 
to "cheap" or "expensive" prices relative to previous day's ac¬ 
tivity. They are buying below value and selling above value. An 
example of buying below value would be walking into a favorite 
men's store and seeing Armani suits marked down 40 percent. 
Seeing this you would not tear off your own suit and chase down 
the sales assistant suggesting she or he purchase the suit from 
you at a 40 percent discount. No, that would not be a normal re¬ 
sponse,- knowing your affinity for Armani, you would probably 
make a purchase realizing the suits were priced below value. 
Similarly, if someone knocked on your door and offered you 
twice your perceived value of your home, you would almost cer¬ 
tainly sell to the prospective buyer. You are selling above value 
and you will handle the family's objections later. 

By contrast, buying above the previous day's value area or 
selling below the previous day's value area is initiating activity. 
The reason for generating initiating trades is because partici¬ 
pants perceive a shift in value. They are going with the flow. 
They believe the value of something has appreciated versus yes¬ 
terday's activity; thus, they are willing to pay up to be long or 
they believe their trading vehicle has depreciated and they are 
willing to sell cheap versus yesterday's value area. Look in 
Figure 6-24 at the activity in Sony Corporation from January 18 
through 24. The stock gapped lower on January 22 (1/22) and 
closed on the low. Not only did it open above the value area of 
January 22 on January 23, but it also gapped open and rallied for 
the next 2 days. This is the clear result of initiative buying on 
both the twenty-third and the twenty-fourth—buying above the 
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Figure 6-24 Daily Market Profile display of Sony Corporation showing initiating activity. 
Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
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previous day's value area,- just as the January 22 activity was ini¬ 
tiative selling—selling below the previous day's value area. 

From a macro perspective, changes in technology are often 
great incentives for initiating activity. Can you imagine the im¬ 
pact computers with word processing capabilities had on the 
typewriter industry? I am sure the decreased demand forced dis¬ 
tributors to sell their inventory below what had been a fair price. 
They were forced to become initiating sellers. Let us look at the 
impact hybrid seeds had on farming. The development of seeds 
that increased yields or were adaptable to harsher conditions 
caused farmland to appreciate. What was once "marginal land" 
now became revenue-producing and thus sold for a premium 
over what had been previously considered fair value. 

The concepts of initiating and responsive activity can also be 
related to developments within the day. Simply refer to the first, 
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second, and third standard deviations for the developing day. 
The market is described as initiating when it is in the second or 
third standard deviation; it is responsive in the first. This is il¬ 
lustrated in Chapter 9. 


Excesses 

An extreme is to an excess as a pond is to a lake. They both have 
the same makeup. One is just of a far grander scale than the 
other. Excesses can occur in many fashions. They are a useful 
tool in reading the market from both the short-term and the 
long-term viewpoint. Good floor traders learn to recognize ex¬ 
cesses instinctively. They are usually characterized by fast, 
unanswered price movements in the market. Excesses become 
areas that constitute barriers to further price movement, and 
therefore make excellent reference points for the trader. 

Figure 6-25 is a daily bar chart of Royal Dutch Petroleum 
that covers almost 6 months of price activity. In the chart, two 
excesses are referenced with the numbers 1 and 2. The impe¬ 
tus for the big selloff in September was the terrorist attack on 
New York City and the Pentagon, which culminated with a 
huge excess on September 24 (the number 1). It was clear that 
this represented an excess that would be a barrier to further 
trade on the low end for some time. In our second excess (the 
number 2), which occurred in mid-November, the magnitude 
of the break was not as great; however, the fact that the mar¬ 
ket opened lower, broke sharply, then rallied, and closed on 
the high for the day signaled another bottom, not of the same 
magnitude as the first, but a barrier to be traded against for the 
immediate future. 


Market Profile and Spreads 

Market Profile and its reference points are applicable for trading 
relationships between different commodities or stocks. A spread 
is a combined long and short position of two contracts. A trader 
can profit from a spread based on a change in the relationship be- 
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tween the underlying prices. If one is an experienced trader who 
likes to use spreads in the trading strategy, Market Profile can be 
used to find profit opportunities in "plain vanilla" spreads as 
well as any on or off the floor-traded instruments. 

Figures 6-26 and 6-27 are Market Profiles of two different 
spread relationships. Figure 6-26 is a spread between the bund 
and the hobl (10-year and 5-year fixed-income instruments 
traded on Eurex). Notice the similarities between the spread pro¬ 
files and the day structure discussed earlier in this chapter. Low¬ 
ercase "k" and "1" represent the initial balance for these spreads. 
January 7 could be catagorized as a trend day followed by 2 par¬ 
allel neutral days on January 8 and 9, followed by another trend 
day. This spread appears to be more directional and warrants a 
go-with approach. The next example (Fig. 6-27) is a spread be¬ 
tween the Nasdaq 100 and the Standard and Poors 500—more of 
a mean reverting market. Knowing the characteristics of the 
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Figure 6-26 Market Profile display of spread between the bund and the bobl. 
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market one is trading (whether it be outright or spread trading) 
allows an approach with more of an initiating or a responsive 
strategy. 

Market Profiles can be used for trading anything on an orga¬ 
nized exchange or over the counter. Because the profile reflects 
the underlying nature of markets, which does not differ funda¬ 
mentally from one market to another, the same basic methods 
can be applied no matter what contract, commodity, or product 
is being bought or sold. 

As a trader, along with my knowledge and experience, I al¬ 
ways had an intuitive "feel" for the market—an understanding 
that I could never quite quantify or express, yet could use in any 
developing market place. This intuitive insight involves sensing 
opportunities and catching their development as it happens. In 
the trading classes I teach, which are always conducted live as 
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the day's markets are developing, I have often been able to make 
adjustments or see exceptions to the parameters and disciplines 
I set out for the students. 

I reflected on this for quite some time and began to explore 
this intuitive aspect of trading. This ability is something that 
has developed over time, a function of one's involvement in the 
market. Never discount this intuitive feeling; always try to in¬ 
corporate it into the trading platform. 

The reader should try to utilize the objective information 
communicated by the Market Profile and incorporate or blend 
into that your own observations and experiences gained by sit¬ 
ting behind the screen, trading on the floor, or personal life 
experiences. We all have a wealth of information stored in our 
subconscious that can and should be tapped to make us more 
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Figure 6-27 Market Profile display of spread between the Nasdaq 100 and the S&P 500. 
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successful traders. One should move away from seeing every¬ 
thing as either black or white but instead open our eyes to all the 
colors of the rainbow. To some degree, move trading from sci¬ 
ence to an art. We call this the natural way of trading. 

Market Profile is simple in concept, but very complex in 
detail. By contrast, the natural way of trading is very simple in de¬ 
tail, yet complex in theory. I believe the reader's time will be bet¬ 
ter spent focusing on the complexities of the theory than on any 
mass of details. In the chapters that follow, I make a deliberate ef¬ 
fort not to overload you with details. I do not want to overwhelm 
with despair at the size of the hill you are about to climb. In this 
section of the book, I have explained what Market Profile is and 
the concepts behind it. I have presented a few of the basic defini¬ 
tions and parameters based on it. Later, in the portion of this book 
dealing with trade preparation, I use these concepts to guide you 
through techniques you can use in preparing for the day's trading. 
The focus is on the natural way of trading and on how you can 
gradually incorporate the additional information that comes from 
Market Profile and volume analysis into your trading practices. 



Chapter 7 


LIQUIDITY DATA BANK, 
ON FLOOR INFORMATION, 
AND VOLUME @ TIME 


Over the past 10 to 15 years, our industry has seen changes in 
technology, changes in market dynamics, and changes in our ap¬ 
proach to reading volume. Initially, our focus was looking at Liq¬ 
uidity Data Bank (LDB) and trying to understand the nuances of 
the different categories of participants getting involved at certain 
prices. Next, we try to weigh their involvement and come to a 
decision on how it would affect the probability of continuation 
or change. At times, these numbers really stood out and this usu¬ 
ally meant a clear-cut opportunity was at hand. However, most 
of the time the process was quite subjective owing to the simi¬ 
larity of numbers being compared and difficulty in weighing the 
different commodity trader identification (CTI) codes. 

Thus, over time, we had to update our volume analysis. The 
three types of volume analysis available to Market Profile users 
today are LDB, on floor information (OFI), and volume @ time. 

LDB is a volume report put out by the Chicago Board of Trade 
(CBOT) after the market closes. Its value lies in helping deter¬ 
mine whether continuation or change in market activity is 
likely. The underlying assumption is that market behavior— 
mass human behavior—within the structure of the auction mar¬ 
ket is less likely to change on high volume than on low volume. 

OFI is a statistic generated by the CBOT. OFI assists in un¬ 
derstanding whether large orders generated off the exchange 
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floor are more skewed toward the buy side or the sell side. The 
assumption being "the big bam boss" will attempt to defend his 
position (at least in the short term). This information is available 
after the market closes. 

The last type of volume information available to Market Pro¬ 
file users is volume @ time. This information is readily available 
on all electronic futures exchanges and stock exchanges and is 
becoming more accessible on open outcry exchanges. What this 
volume sampling shows is the amount of volume occurring over 
a defined segment of time. If one is using the industry standard 
Market Profile, one would be looking at volume occurring in 
half-hour segments. One advantage this platform has over the 
other two is the timeliness of the information release. When 
available, LDB and OFI are released after the market closes; vol¬ 
ume @ time is real time as the transaction occurs. 

Owing to the fact LDB is available only on CBOT contracts, I 
offer only a cursory overview of the topic. A great deal of infor¬ 
mation is generated from the LDB report; however, I cannot jus¬ 
tify dedicating a great amount of time and space to something 
that has such a limited scope. For those interested in getting an 
in-depth review of this topic please refer back to the original Stei- 
dlmayer on Markets or contact Don Jones@Cisco-futures.com. 


Understanding the Liquidity Data Bank Report 

To help the reader understand the LDB report, a sample printout is 
presented with all the salient points highlighted. Most of the in¬ 
formation is self-explanatory (commodity name, expiration month 
and year, price, volume, % volume at a price, and time bracket). 
Now let's work on developing an understanding of CTI codes 1 to 
4. The codes represent categories the exchange has created that al¬ 
low participants to be given a specific designation. They are: 

CTI-1 Local/specialist 
CTI-2 Commercial trading for own account 
CTI-3 Member trading off floor or having other member fill 
order 

CTI-4 General public/funds 
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Essentially CTI-1 and CTI-3 equate to the local or specialist ac¬ 
tivity of creating liquidity or market making. On average, they 
account for 50 percent of the day's volume. This percentage will 
probably increase as side-by-side trading (floor and electronic 
trading simultaneously) becomes more prevalent. Local partici¬ 
pation is a phenomenon that always needs to be present to make 
a contract vibrant and alive. 

To simplify the process, one should focus on CTI-2 and CTI- 
4 when looking at LDB reports. CTI-2 represents the commer¬ 
cials trading for their own account and CTI-4 includes the gen¬ 
eral public and funds—the latter is our focus. Looking at these 
two categories will give the most reliable indicator when look¬ 
ing at LDB information. Focus on commercial and fund activity 
because they are opportunistic in their approach to trading. If 
they perceive price away from value, they will get involved, 
whereas the local or specialist attempts to be involved at every 
price. Thus, when CTI-2 participation is significantly higher 
than the norm, this involvement should be flagged and incorpo¬ 
rated into one's thought process. They are trading more than 
normal because it is their belief that they are taking advantage of 
price away from value. They are selling at the high of the bell 
curve when the market is stretched to the upside; and con¬ 
versely, they are buying at the low of the bell curve when the 
market is stretched to the downside. 

Funds (CTI-4) participate at the extremes in just the opposite 
fashion. Funds play "go with"—in other words, when prices are 
high and they think they are going higher, funds will buy,- if 
prices are low and they think they are going lower, funds will 
sell. This approach seems contrary to what logic would say but 
not really. They are buying high or selling low because they be¬ 
lieve the market is undervalued or overvalued from more of a 
macro perspective; they believe a "shift in value" is on the hori¬ 
zon. Now look at an LDB report to get an understanding of what 
this is all about. 

Figure 7-1 is an LDB report. The heading at the top indicates 
the report was generated for price activity on January 14, 2002. 
The next line shows that the commodity name is the T-bond and 
the expiration month is March 2002. Below these headings is all 
the volume summary information with CTI breakdowns. In the 
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CHICAGO BOARD OF TRADE LIQUIDITY DATA BANK* REPORT 

VOLUME/FUTURES SUMMARY REPORT FOR 01 14 02 
COMMODITY — T-BOND (CBOT) DAY MAR 02 

Volume Summary 
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Figure 7-1 LDB report for 01 14 02 of the T-Bond. 
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left-most column are the prices traded for that day listed in de¬ 
scending order (104.00 to 103.08). The next column to the right 
displays the total number of contracts traded at each individual 
price. The next column to the right gives this same volume in¬ 
formation as a percentage of the total volume for the day. The 
next four columns to the right of the %volume column list CTI 
codes 1 to 4, respectively, with the corresponding volume per¬ 
centages for each price. The last column displays the brackets (as 
listed on the floor of the exchange) during the day the designated 
price traded—a Market Profile graphic. Below the array of prices 
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with their corresponding information is found a row that lists 
the 70 percent volume value area (first standard deviation) and 
the aforementioned information that entails the 70 percent vol¬ 
ume value area. In our example, the 70 percent volume value 
area range was from 103.20 to 103.30 and the total number of 
contracts traded in that range was 101,092. The volume%, CTI 
breakdown%, and time bracket breakdown are also given for this 
70 percent volume value area. 


Understanding On Floor Information 

As with LDB, OFI is available only for CBOT contracts. We are 
currently working with other exchanges to make this informa¬ 
tion available for their exchange-traded products. 

How are the numbers calculated? At the end of the day, a spe¬ 
cial file is created by the CBOT Clearing Corporation with a 
breakdown of filled orders generated from off the floor. From this 
information, we calculate the average size of the buy order and 
the average size of the sell order. The average size of the buy or¬ 
der divided by the average size of the sell order yields the OFI 
number. 

Some hypothetical numbers generated for the 10-year note 
will serve as an example. Assume that on the day, 2000 sell tick¬ 
ets generated from off the floor were filled. Second, assume those 
2000 sell orders constituted 30,000 contracts. The 30,000 con¬ 
tracts divided by the 2000 filled orders yield an average sell 
ticket of 15 contracts. The same information generated from the 
other side of the ledger yields the average size of the buy ticket. 
Assume that there were only 1000 filled tickets generated from 
off the floor on the buy side. Also assume that those 1000 buy or¬ 
ders encompassed 20,000 contracts. The 20,000 contracts di¬ 
vided by the 1000 filled orders give an average buy ticket of 20 
contracts. Lastly, divide the average size of the buy ticket by the 
average size of the sell ticket. For this example, the average size 
of the buy ticket of 20 contracts divided by the average size of the 
sell ticket of 15 contracts gives an OFI ratio of 1.33. 

In looking at this example, a couple questions may be raised. 
Why were the contracts traded on the buy side and the sell side 
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not equal? Why were the number of filled tickets not equal? The 
only place things need to balance is at the clearinghouse; at that 
point there needs to be a buy contract for every sell contract. 
This function can be accomplished by crossing orders in a spe¬ 
cialist's book, trades being crossed from off the floor partici¬ 
pants, or having a local take the other side of a trade. In stocks, 
they may delay the opening of a stock because of an order im¬ 
balance. The same underlying phenomenon can exist with com¬ 
modities. An example would be when the clear majority of out¬ 
side orders entering the pit were on the sell side. In this case, the 
local gets buried because the day is trending lower and she or he 
is constantly fading the flows. An extreme example of one-sided 
order flow would be limit activity. 

Looking back at the example, the OFI ratio is 1.33. What does 
this mean? From an absolute sense, it means that the average 
size of the filled buy ticket was 1.33 times greater than the aver¬ 
age size of the filled sell ticket. If the OFI number is greater than 
1.0, then the average filled buy ticket is greater than the average 
filled sell ticket. This is called OFI buying. In the example, if the 
number of contracts traded and the number of filled orders were 
switched from buy to sell and sell to buy, an average size buy 
ticket of 15 contracts and an average size sell ticket of 20 con¬ 
tracts would result. To get the OFI ratio, buys (15) are divided by 
sells (20) to get an OFI ratio of 0.75. When the OFI number is less 
than 1.0, the average size of the filled sell ticket is greater than 
the average size of the filled buy ticket. This is OFI selling. When 
the OFI number is 1.0, then the average size of the buy ticket and 
the average size of the sell ticket are pretty much equal. 

For a visual, the OFI buying (> 1.0) is placed below the profile 
for that day. When OFI selling (< 1.0) occurs, the ratio is placed 
above the profile for that day. Once again, what I am trying to con¬ 
vey to the reader is how the big guy is positioned. When trading, 
one typically wants to be following the lead of the big trader, not 
the odd-lot guy. In stocks, one would like to be positioned like Pe¬ 
ter Lynch or Warren Buffet. In commodities, position oneself with 
the likes of George Soros or Paul Tudor Jones. The reason is that 
these guys know their business and can defend their positions. 
From a macro perspective, Warren Buffet may buy GM stock at 51 
and more at 48 because he believes his idea will win out in the 
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end; therefore, he will defend his position. We are trying to con¬ 
vey the same information with OFI. How the big guy is posi¬ 
tioned. Knowing how the big guy acts is an edge. This informa¬ 
tion is generated after the close so it can be used for the next day's 
trade (or during the night session for those contracts traded 24 
hours). When the numbers are skewed (this varies depending on 
the commodity one is trading), the big bam boss can be expected 
to defend his position for the first quarter of the trading session. 
Thus, one wants to be trading with a like bias out of the box. 

Figure 7-2 is the standard OFI display generated from 
Capflow32—the Market Profile graphic with a number affixed to 
the top or bottom of each profile. Any OFI numbers equal to or 
greater than 1.00 are at the bottom of the profile, indicating OFI 
buying. Any OFI number less than 1.00 is displayed above the 
daily profile, indicating OFI selling. In Figure 7-2, the first pro- 
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Figure 7-2 Standard On Floor Information (OFI) display generated from Capflow32. 
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file in the display has a number of 0.99 above the profile, indi¬ 
cating OFI selling. The rest of the profiles have their numbers be¬ 
low the profiles, indicating OFI buying. The numbers below the 
profiles chronologically are 1.05, 1.07, 1.10, and 1.11. This 
means that the average size of the buy ticket filled from off the 
floor versus the average size of the sell ticket filled from off the 
floor is getting proportionally larger for the buy side. 

To help you appreciate the value of this type of informa¬ 
tion, I include one more OFI printout and the corresponding 
daily bar chart. Figure 7-3 is an OFI screen display of the 30- 
year Treasury bond. The three profiles on the right of the 
screen have OFI numbers displayed. The numbers are 0.87, 
1.02, and 0.86 from left to right for the three profiles. Recall 
that OFI numbers equal to or greater than 1.0 indicate buying, 
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Figure 7-3 OFI screen display of the 30-year Treasury bond. 
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Figure 7-4 Daily bar chart of the 30-year Treasury bond with most recent OFI selling day 
denoted by down arrow. 

Provided by Steidlmayer Software Inc. 


and OFI numbers less than 1.0 indicate selling. Additionally, 
the farther the OFI number is from 1.0 to the upside or down¬ 
side, the stronger the off floor buying or selling activity. Look¬ 
ing at these three consecutive numbers shows the two selling 
OFI numbers (0.87 and 0.86) are way below 1.0, whereas 1.02 
is only 0.02 percent above 1.0. In other words, the big-ticket 
sell orders coming from off the floor are much larger propor¬ 
tionally than the big-ticket buy orders. Figure 7-4 is a daily 
bar chart of the 30-year Treasury bond with the last of the 
three OFI numbers (0.86) from Figure 7-3 denoted by the ar¬ 
row. Note how prices eroded lower following the OFI setup. 
The big bam boss had the market on the ropes, and once 
things started going his way, he was able to really push the 
envelope. 
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Understanding Volume @ Time 

When looking at volume, the most forward-looking and revolu¬ 
tionary tool for Market Profile users is volume @ time. Steidl- 
mayer Software developed this application in 1998 and it was in¬ 
tegrated into Capflow32. 

We took the online volume from stock exchanges, electronic 
future exchanges, and open outcry exchanges (when available) 
and integrated it into the Market Profile. This allows for the cre¬ 
ation of an entirely new database, a volume database. Now peo¬ 
ple can trade a price database (Market Profile), a volume 
database, or a combination of the two. 

How does it work? The price and volume information is 
recorded as it accumulates over time. Look at the industry stan¬ 
dard Market Profile, which is half-hour data, and record the vol¬ 
ume and price range for each half-hour segment. Compare that 
half-hour's range (the existing) to the previous and determine 
whether it rotated up (took out the high of the previous half-hour 
but not the low), rotated down (took out the previous half-hour's 
low but not the high), was an inside half-hour (did not talk out the 
previous half-hour's high or low), or was an outside half-hour 
(took out the previous half-hour's high and low). Volume @ time 
analysis throws out the volume information for inside and out¬ 
side half-hours. Volume for inside and outside half-hour bars is 
not calculated because direction is not assignable. It defines a 
half-hour rotation up as money flow into the stock or commod¬ 
ity, and a half-hour rotation down as money flow out of the stock 
or commodity. Thus, from a daily Market Profile perspective, one 
can look at all the half-hour rotations up/down with their corre¬ 
sponding volume and define a net money flow for the defined unit. 

Figure 7-5 is a printout of the volume @ time information 
generated from Capflow32. In the upper left hand comer of the 
spreadsheet is the name of the underlying (in this case CAT, 
Caterpillar stock). In this printout, focus on the column heading 
Vol($), which gives us volume dollars over the past 22 units (each 
line bottom to top represents a profile 22 units back to the most 
recent). 

Finally, one has an objective tool to measure money flow. 
Previously, one needed to make a subjective assessment of the 
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Figure 7-5 Caterpillar (CAT), Equity/Volume $ comparison grid. 
Provided by Steidlmayer Software Inc. 


market (is the market trying to move higher or lower?). Knowing 
the volume representative of that unit, one would anticipate 
continuation or change. As a side note, we know we are measur¬ 
ing the market correctly with volume @ time because on average 
at the end of the day, when there is positive net money flow, the 
price is higher than the previous day, and when there is negative 
net money flow the price is lower than the previous day. 

Figures 7-6 and 7-7 show two more printouts of volume @ 
time output. Figure 7-6 is a printout of Sears (S). In the column 
with the heading Vol($), one sees that toward the bottom of the 
printout (farthest back in time) is a mixture of positive and neg¬ 
ative numbers, then the 15 most recent entries are positive. In 
other words, there was a little chop of money flowing into and 
out of Sears stock until the buying really took hold. 

Figure 7-7 paints a completely different picture. The print¬ 
out is for the stock Global Crossings (GBLX). Starting at the bot¬ 
tom of the printout all the way to the top are all negative num- 
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Figure 7-6 Sears Equity/Volume $ comparison grid. 
Provided by Steidlmayer Software Inc. 


bers. There are points in time where the numbers in the Vol($) 
column do become less negative than the previous unit (indicat¬ 
ing some buying coming into the stock); however, there is never 
a point in time over the 22-unit sample at which net buying dol¬ 
lars for the stock turns positive (numbers > 0). In fact, the unit 
at the bottom of the printout, which is the farthest back in time, 
has the least negative number (-403), and the unit at the top of 
the printout, which represents the most recent unit, has the 
most negative value (-3894) over the 22-unit sample. One 
would have to conclude that the money flow is trending down or 
out of Global Crossings over the referenced segment of time. 


Steps in Interpreting the Liquidity Data Bank Report 

The primary purpose of the LDB report is to help determine the 
likelihood of continuation or change in the market. The steps to 
help make this determination are: 
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1. Try to determine what direction the market was trying to go 
during the session. Was it trying to go higher, lower, a mix¬ 
ture of both—or is it impossible to tell? Do not be embar¬ 
rassed to put a question mark here—sometimes it is difficult 
to determine. 

2. Having made this determination to the best of one's ability, 
check whether volume was higher or lower than the previous 
day. In general more volume, coupled with a clear direction 
for the market, means continuation; lower volume means 
change. 

3. Compare the range of the volume value area for the day to that 
of the previous day. Is it larger or smaller? If it is larger and the 
market is up, it is a positive sign for continuation; if it is 
smaller, it is a negative sign for continuation in that direction. 

In trying to determine whether to anticipate higher, lower, or un¬ 
changed values, one must weigh the variables as opposed to just 
adding up the pluses and the minuses. Learn to select and focus 



Figure 7-7 Global Crossings Equity/Volume $ comparison grid. 
Provided by Steidlmayer Software Inc. 
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on the most important factor. This will vary from time to time. 
But generally the most important variable is trade facilitation di¬ 
rection. Simply stated, trade facilitation direction is nothing 
more than the directional price movement confirmed by volume. 
The second most important piece of information is whether vol¬ 
ume is higher or lower; the third most important is the range of 
the volume value area. Lastly, when commercial activity is ab¬ 
normal—not selling high or buying low or funds are active buy¬ 
ing high or selling low—this may be the most important factor in 
the market because it may signal a bigger change. 

Figure 7-8, which is an LDB printout of the 30-year Treasury 
bonds, helps illustrate a point. On a daily basis, commercials are 
active participants buying what they perceive to be the low end 
of value and selling what they perceive to be the upper end of 
value. They need to do this to facilitate their day-to-day opera¬ 
tions. At times, they are very accurate in picking these bound¬ 
aries,- at other times, they are less accurate. In general, they do 
have a degree of participation at these levels that is measurable. 
One does not want to focus on what is standard or normal, but 
instead on what is abnormal. One wants to isolate instances 
when they are unusually active at an extreme, signaling some 
form of commercial capping. Figure 7-8 is such an example. Re¬ 
call that commercials have the CTI code of CTI-2. Under the 
CTI-2 column, I have shaded the corresponding five rows at the 
top and five rows at the bottom of the LDB printout with their 
corresponding percent of volume breakdown numbers. I have 
also shaded the total volume for each of the five prices at the top 
of the profile and the five prices at the bottom of the profile. 
Some simple multiplication and addition will determine the 
commercial activity at the extremes. Take the total volume at 
each of the five prices at the highs and multiply by the corre¬ 
sponding commercial activity percentage to come up with com¬ 
mercial activity at each price and then with a total for the five 
high prices. Do the same thing for the five prices at the bottom 
of the printout. One is now able to compare the commercial ac¬ 
tivity at the high with the commercial activity at the low. One 
is also able to see how today's commercial activity at the ex¬ 
tremes compared with some norm. In our example, if the num¬ 
bers are crunched, the commercial volume at the top totaled 
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CHICAGO BOARD OF TRADE LIQUIDITY DATA BANK* REPORT 

VOLUME/FUTURES SUMMARY REPORT FOR 01 14 02 
COMMODITY -- T-BOND (CBOT) DAY MAR 02 


Volume Summary 
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Figure 7-8 LDB Report, T-Bond. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. 


1906 contracts and the commercial activity at the bottom to¬ 
taled 1300. Relative to the current unit, the selling activity 
amounted to almost 150 percent of the buying commercial par¬ 
ticipation. But more importantly, the 1906 contracts sold over 
the five highest ticks of the day would be categorized as unusu¬ 
ally heavy commercial participation. 

So what effect did this commercial capping have on subse¬ 
quent price activity? Look at a daily bar chart of the 30-year 
Treasury bond to see. Figure 7-9 is a daily bar chart of the bonds 
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with the LDB printout date highlighted by a down arrow and a 
heavily shaded vertical line running from the top to bottom of 
that days price range. One can see from the bar chart that on the 
2 days following the commercial capping day, the market did trade 
marginally higher, only to see a swift three-point break. This com¬ 
mercial capping area is a “zone of prices," which the commercial 
perceives as being away from value. It may take other participants 
longer to come to this realization. Commercials will always be pre¬ 
sent throughout the day's range; it is important to recognize when 
they are acting outside their normal participation levels. 

One can do the same type of analysis for fund activity. Funds 
fall under CTI-4. Funds typically play go-with and commercials 
play fade. Therefore, one would expect to see the opposite type 
of subsequent price activity following extremely high volume 
under CTI-4 (funds). Abnormally high volume by funds would 



Figure 7-9 Daily bar chart of the 30-year Treasury bond with day of heavy commercial sell¬ 
ing denoted by down arrow. 

Provided by CQG. 
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signal continuation (follow through) because funds typically sell 
low and buy high, looking for follow through. 


Steps in Interpreting On Floor Information 

As stated earlier, OFI will give traders a handle on how the big 
guys are positioned in the market. In trading, one wants to be po¬ 
sitioned with one's back to the wall, eliminating one side of the 
market. One wants to be able to scratch the trade or make 
money. One wants to avoid markets when they are in a state of 
pure random activity and participate when they are nonrandom. 
One wants to find an edge. 

OFI can be used to indicate when markets are in that non- 
random state. This nonrandom state could be short-lived or 
more of a longer-term phenomenon, depending on how actively 
the big bam boss wants to defend his position and the number of 
additional participants playing the market from a like perspec¬ 
tive. 

When looking at the OFI numbers, every market has a stan¬ 
dard that should be used to indicate a random versus a nonran¬ 
dom environment. When generating a number at or beyond this 
threshold indicating participation by the "big barn boss," the life 
of that participant should be (barring any economic numbers, po¬ 
litical events, etc.) at least the first hour and a half of the next 
day's trade. Beyond that first hour and a half, all bets are off be¬ 
cause new participants with a new perspective can overwhelm 
the previous day's idea. 

Look at Figure 7-10 to help illustrate how to interpret and 
trade the OFI numbers. This is the March 5-year note contract 
that is traded on the CBOT. The lowercase letters in the profiles 
reference the nonparallel trading session and the uppercase let¬ 
ters reference the side-by-side session or when there is floor 
trade. The OFI numbers are generated by floor trade only. Look¬ 
ing at the five profiles displayed in Figure 7-10, one sees that the 
second profile from the left has OFI buying (number >1.0 and 
positioned below the profile) and the remainder of the profiles 
have OFI selling (number <1.0 and positioned above the profile). 
Once again, this information should be traded to go with the 
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Figure 7-10 Five-year note contract with 0F1 numbers affixed to profiles. 
Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 


large-order flow for the first hour and a half of the day following 
the day the information is generated. The only buying OFI day 
was March 18, so one would be playing the market from the long 
side the following day, March 22. On that day, the market 
opened lower and was able to grind higher for the rest of the day. 
When we received the OFI information on the evening of March 
22, we had OFI selling (number <1.0 and positioned above pro¬ 
file) so we would be playing the next day (March 23) from the 
short side. Lo and behold, the market opened unchanged to 
lower on March 23 and had a significant sell off. In fact, every 
day in this sequence would have worked out well. 


Steps in Interpreting Volume @ Time 

Volume @ time allows for the creation of an entirely new 
database for profile users. To date, this volume database is avail- 
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able only in Steidlmayer Software's Capflow32 (other data 
providers will make this information available in 2002). A great 
deal of flexibility has been built into this program. The user can 
create a faster or slower database based on preferences. Addi¬ 
tionally, one can call up displays that crunch data differently to 
get different output. 

When using volume @ time, one can apply standard volume 
interpretations to this unique way of measuring volume or apply 
some of our proprietary methods. By standard volume analysis, I 
mean increased volume signaling continuation and decreased 
volume signaling change. Another standard volume application 
for Market Profile users is size of the value area, which usually 
has a positive correlation to the day's range. In general, larger 
value areas signal continuation and smaller value areas signal 
stopping or change. 

Moving beyond standard volume analysis, there are some 
powerful tools internal to the volume @ time program that can 
be used to measure the market objectively. The output mea¬ 
surement of volume @ time is volume dollars, whose calculation 
was discussed earlier in this chapter. By "netting" out the vol¬ 
ume information in a block of data (profile), one is able to deter¬ 
mine whether money is flowing into or out of the given instru¬ 
ment at that moment in time. 

Volume @ time generates an array of information that can be 
combined to formulate a multitude of outputs. At this time, we 
focus on the three most objective outputs: blow off extreme, vol¬ 
ume excess, and zero line. 


Blow Off Extreme 

Conceptually, what we are trying to do is find that point in time 
at which many of the participants are on the wrong side of the 
market and falling all over each other trying to get out. The foot¬ 
print of this phenomenon is heavy volume and exhaustive price 
movement. The backdrop for something like this would be a 
consensus of activity against some perceived support or resis¬ 
tance level that does not hold. Trading through these levels 
opens the floodgates of anxiety and panic. When the dust finally 
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settles, the consensus participant has exited his or her position 
at a disadvantageous price only to see the market ultimately un¬ 
fold as expected. In their haste to get out at all costs, the masses 
have created a price probe on heavy volume that took out the top 
or bottom of some development area and then reentered that pre¬ 
existing development area. This is called the blow off extreme, 
the price spike on heavy volume. Trade the low of this unit 
against the bottom of some consolidation area or the top of this 
unit against the top of some consolidation area with the expec¬ 
tation of it serving as an extreme for some time to come. 

Within the universe of Capflow32 users, it will be denoted as 
a red profile when called up under the capital flow profile dis¬ 
play. Figure 7-11 denotes such an extreme in the stock Gillette. 
Lacking color examples, we have placed a box around the profile 
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Figure 7-11 Gillette Company with box around profile referencing volume spike. 
Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 
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that would appear as solid red. Once this volume profile spikes 
toward any extreme of development one puts on a position buy¬ 
ing against the bottom of development or selling (in the case of 
Gillette! against the top of development with a protective stop 
through the high of the unit with the volume spike (red profile). 
Referring back to Figure 7-11, the high of the unit with the box 
around it is 34.50. Realizing that we would not be able to initi¬ 
ate a short position until the unit with the box around it is com¬ 
plete, we would need to initiate our short in the price range of 
the profile one unit to the right of the unit with the box around 
it. Typically I look to initiate positions halfway back into the 
volume spike, ($34.00) with a protective stop above the high of 
the box at 34.60. Over the next 30 trading days, Gillette never 
traded above 34.00 and managed to trade down to 31.50, an 8 per¬ 
cent break from where the stock was shorted. Those not having 
access to Capflow32 can use standard volume information and 
look for the volume spike against some consolidation area and 
trade against that volume spike. 


Volume Excess 

The next type of output to consider is volume excess. The 
trader's approach to this phenomenon is similar to the blow off 
extreme (buy low, sell high); however, the output is generated in 
a different manner. Conceptually, we are finding situations 
where there is directional integrity (string of money flow num¬ 
bers getting more positive or more negative) and finding that 
change point that reverses the direction. This change point will 
serve as the reference point to trade against. What needs to be 
emphasized here is that the change point and reference units (all 
of which are profiles) are not price points but volume$ calcula¬ 
tions (explained at the beginning of this chapter). We are totally 
discounting price and making volume$ our sole information 
source and trade trigger. Management of the trade is also from a 
volume$ perspective, not price. 

How can I trade this concept? All volume @ time analysis can 
be generated with Capflow32; thus, any Capflow32 user will 
have this information at her or his fingertips. Those interested in 
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this product can contact the coauthor Steve Hawkins at his web¬ 
site l steve@profiletrading.com ) and he will be able to answer any 
of your questions. For this volume excess study, there is an au¬ 
tomated read function built into the program that highlighted 
the most recent excess unit as one moves the cursor over the in¬ 
dividual profiles. As the cursor is moved over the excess unit, the 
dollar value of the excess unit is highlighted in green in the ref¬ 
erence area of the screen display. 

For those more comfortable with spreadsheet displays, there 
is a volume$ display sheet that can be used to generate the same 
information, find the excess. In the center column under the 
heading volumeS are the calculations for the most recent 22 
units (profiles). At the top of the spreadsheet is the current pro¬ 
file information, moving from top to bottom one goes from cur¬ 
rent to current minus 22 units. Another interesting piece of in¬ 
formation displayed on the Equity/VolumeS Comparison Grid is 
Equity $ column (left-most column). What this tells is the profit 
and loss generated from the coding of Market Profiles. What we 
are attempting to do here is objectify the information generated 
from a Market Profile display and hard-code this criterion to give 
a directional bias in the form of a directional arrow. This infor¬ 
mation is then displayed in the left-most column over the past 
10 units based on being long or short the selected stock or com¬ 
modity. In other words, it indicates how much one is up or down 
being long or short this contract. To determine profit and loss 
based upon the arrows, look at the left-most column, Equity $. 
Each row has two numbers, one of which is zero. Focus on the 
number that is not a zero to find out how much you have made 
(if number is positive) or lost (if number is negative). To deter¬ 
mine whether the most recent directional arrow is buying or 
selling, bisect the Equity $ column down the middle; if the 
nonzero number in the row is on the left side, the directional ar¬ 
row is buying, and if the nonzero number is on the right side, the 
directional arrow is signaling selling. Thus, this spreadsheet 
brings together a price database output and a volume database 
output. 

Looking for the excess in the spreadsheet is straightforward. 
If one is looking for an excess over the most recent 22 units 
(maximum allowable within software), one looks for the most 
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positive number or most negative number over the data set. 
Look at the stock Mattel Inc. (MAT) for our example. The most 
positive number on the spreadsheet happens to be 64 volume$. 
The representative unit is one row up from the bottom of the 
spreadsheet (Figure 7-12). The number in the boxes adjacent to 
this number is -29 below and -320 above. Knowing that one 
moves back in time as one moves from the top of the spreadsheet 
to the bottom, one realizes -320 is the most recent of the three, 
64 the middle unit, and -29 the oldest unit of the three. A graph 
of this would look something like a head and shoulders forma¬ 
tion with a lower right shoulder. In other words, money was 
flowing into the stock (from -29 to 64), where it peaked out and 
money then flowed out of the stock to where volume dollars 
amounted to -320. This configuration sets up our excess—we 
know 64 is the excess because the right shoulder is lower (-320) 
than the left shoulder (-29) signaling a price high and loss of mo¬ 
mentum (most recent shoulder is lower than oldest shoulder). 
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Figure 7-12 Mattel Inc. with Equity/Volume $ Comparison Grid. 
Provided by Steidlmayer Software Inc. 
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To get a price perspective of how this money flow example un¬ 
folded, look at Figure 7-13, which is a segmented market activity 
display of Mattel. Count back 21 units (balls and lines) from the 
right-hand side of the screen to find the starting point for the vol¬ 
umes analysis. An arrow along with a large rectangular box is 
drawn around the ball that references the excess (64 volume$ on 
spreadsheet printout). Looking at the chart, one sees that prices 
have eroded lower relative to price just as they have with volume$. 

The inverse of this setup is seen with Novellus Systems 
(NVLS) with a volume excess to the downside. Finding the least 
positive or most negative number would cause one to look at the 
volume numbers adjacent to this potential excess. In this exam¬ 
ple, the most negative number is -60 (in fact it is the only neg- 



Figure 7-13 Market activity display of Mattel Inc. 
Provided by Steidlmayer Software Inc. 
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! quity/Volumo$ Comparison Gild 





Figure 7-14 Novellus Systems with volume $ excess highlighted. 
Provided bv Steidlmaver Software Inc. 


ative number in this spreadsheet). This row is shaded in Figure 
7-14 and one can see the number above to be 240 and the num¬ 
ber below to be 31—our setup for an excess is in place. Graphi¬ 
cally, this would appear as an inverted head and shoulders with 
a higher right shoulder: the left shoulder being 31, the head be¬ 
ing -60, and the right shoulder being 240. With the excess in 
place, one enters the trade managing it from a volume perspec¬ 
tive, not price. One does not exit on adverse price movement, 
one trades volume$ and if the volume$ excess amount is taken 
out, one exits the trade because conditions have changed. Figure 
7-15 can be used to locate the volume$ excess in a chart display. 
Our volume excess number (-60) is 10 lines down from the top 
of the screen, therefore, we need to count back 10 units from the 
right-hand side of the screen to find the corresponding volume$ 
excess on the bar chart. A box has been drawn around the vol¬ 
umes excess unit. On our market activity display notice how 
this excess level was the trough from which the market rallied. 
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Figure 7-15 Market activity display of Novellus Systems with volume excess highlighted 
with up arrow. 

Provided by Steidlmayer Software Inc. 


For those who do not subscribe to Steidlmayer Software's 
Capflow32, the volume excess concept can still be applied to any 
market that has online volume readily available. Whether one is 
looking at a resolution of 5-minutes, 30-minutes, hourly, or daily, 
the volume excess should be a valuable indicator. In addition, 
other vendors will be providing this platform by the time this book 
is published. Contact Steve@prnfi1etrading.com for information. 


Zero Line 

The zero line is a display that can overlay a bar chart that uses a 
histogram format to display volume$ for the most recent 22 
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units. If the individual unit has positive volume$, a proportional 
histogram will appear above the horizontal zero line,- if the unit 
has negative volume$, a proportional histogram bar will appear 
below the horizontal zero line. Thus, the name zero line. This 
display reinforces our theory on the one-dimensionality of mar¬ 
kets that states markets feature a preponderance of buying or 
selling, not random buying and selling. When one calls up a 
stock or commodity with this display, one usually does not get 
more than one change (histogram moving from above to below 
zero line or from below to above zero line for any duration); if 
more than one change occurs, it signals randomness—stay away 
from that market. Use the zero line as a bias indicator (if the 
most recent histogram is above the zero line, be long; if the most 
recent histogram bar is below the zero line, be short). Using the 
analogy of rolling a boulder up a hill is a good visual to convey 
how to trigger a trade. When the market is in a selling mode 



Figure 7-16 Novellus Systems with zero line overlay. 
Provided by Steidlmayer Software Inc. 
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(string of histogram bars below the zero line), wave after wave of 
buying must enter the market to bring the market toward bal¬ 
ance (back to zero line). At which point, the buying has run its 
course and selling can reenter the market and prices will erode 
lower. Push and push and push the boulder until all your energy 
has been expelled only to lose control of the boulder and watch 
it roll back down to the bottom of the hill. The inverse should 
hold true when the bias indicator (zero line) signals be long. In 
the Novellus example, selling enters the market under a positive 
volume$ scenario (all histogram bars are above zero line), only to 
exhaust itself and allow for a further rally (Fig. 7-16). Counting 
back 10 bars from the right-hand side of the screen, one finds one 
unit over the past 22 units that is below the zero line (indicated 
by the up arrow). At this moment, the money flow is -60 and 
volume$ grows after that. 

That concludes the chapter on volume analysis. What one 
needs to do as a profile user is integrate relevant information into 
the analysis whenever it becomes available. Technology and the 
concept of measuring volume @ time necessitate change from 
old to new. Change for the sake of change is not necessarily good; 
however, change that advances a society, an industry, a theory, 
or an individual is good. Seize the opportunity to advance your 
program. 



Chapter 8 


THE STEIDLMAYER THEORY 
OF MARKETS 


A theory must be practical and capable of being used by people, 
otherwise it is of little value. Throughout this book, I have tried 
to combine practical guidelines for learning how to read and use 
the markets with the underlying principles of how markets 
work. This chapter discusses in concise form the theory of mar¬ 
kets that has grown out of our work. The meaning and practical 
implications of each phrase in the theory are explained in some 
detail. By the end of this discussion, the reader should have all 
the basic information needed to understand markets and how 
they work. The Steidlmayer theory of markets is that the mar¬ 
ket is a organized medium that expresses human behaviors in 
different price areas at a given point in time, always presenting 
an opportunity to someone. Though this statement appears sim¬ 
ple, it contains a lot of meaning. Look closely at each word to 
fully understand the theory and its implications for a trader. 


The Market... 

The market is a location that constitutes a base for services. It 
establishes rules and regulations for participants and products 
and a centralized meeting place in which market activity takes 
place. In the past, market locations have been fixed in major cen¬ 
ters around the world, known as exchanges. With the advent of 
changes in communications and the globalization of markets, 
these fixed locations are now subject to change in terms of the 
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new services that the market place now requires. The first ser¬ 
vice the market provides is liquidity, which allows transactions 
to take place in an orderly fashion. The orderly nature of market 
transactions makes it possible for market participants to read 
market activity, which, in turn, leads to the single most impor¬ 
tant service provided by the market: information. Information 
on transactions is vital to all traders and needs to be dissemi¬ 
nated on an on-line, real-time basis so that market activity can 
be defined with volume. Three elements are necessary in a com¬ 
plete market information source: price, time, and volume. These 
should be provided in a flexible format, as they have occurred 
and are occurring in the marketplace. As this information is dis¬ 
seminated to more people, the markets tend to expand, serving 
the industry in a better, broader fashion. 


Is an Organized Medium ... 

The most revealing aspect of the market is the fact that it is natu¬ 
rally organized, not chaotic (as it appears on the surface). The key 
to this organization is the negotiation process used by market par¬ 
ticipants. What takes place in the negotiation process is the de¬ 
velopment of three reference points: the trade price at which trade 
is consummated, and reference points above and below the trade 
price. The reference point above the trade price is apparently too 
high; the reference point below the trade price is apparently too 
low. In a more complex negotiation process, another structure 
that gives further organization is the auction process. In this situ¬ 
ation, instead of a single buyer and seller, there are multiple par¬ 
ticipants who would like to buy or sell. This is also a known pro¬ 
cedure for finding a single buyer and seller in a competitive 
format. In the auction process, if 10 people are interested in buy¬ 
ing at a certain price, as the price moves higher, participants drop 
out. For example, if an item is priced at $10 with 10 buyers inter¬ 
ested, if the price moves to $15, 6 buyers may be interested; if the 
price moves to $20, we may have 2 buyers interested; and so on, 
until the transaction is finally consummated. Two types of auc¬ 
tions take place that may be confusing to the uninitiated: the 
down auction, in which multiple participants wish to sell, and the 
up auction, in which multiple participants wish to buy. In either 
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case, the market is ordered around the fact that as price moves, it 
rations the activity of people wishing to buy or sell. Buying or sell¬ 
ing activity is shut off as the price moves higher or lower. 


That Expresses Human Behavior... 

This refers to the use of the market by participants. Market de¬ 
velopment, which is the continual use of the market during its 
trading hours, consists of six things: a current price, a reference 
price that is too low, a reference price that is too high, a price 
area that is recurring, any change in any of these, and the rela¬ 
tionship of each element to the others. From a small cell, not un¬ 
like John Schultz's minimum trend, the unit that includes each 
of these six elements will evolve from relative instability at a 
small sample size to relative stability as the market develops. 
That is, the reference points become more stable and reliable as 
the process continues. The weakness of past market theories, 
and the reason they have been largely impractical, is their failure 
to consider human behavior. The most important point past 
market theories have missed is that human behavior is never 
balanced. Because human behavior is so, opportunities can be 
defined in any market place. Individuals and corporations in in¬ 
dustries outside the financial community do this every day ; yet 
amazingly this basic concept has never been applied to exchange 
markets. In essence, human behavior in the market is price/time 
allocation, which is affected by each of four major kinds of group 
activity: confident activity, hesitant activity, gradual change, 
and beginning and ending activity occurring simultaneously in 
the same price area. There are also three main groups of market 
participants, each of which affects human activity in the mar¬ 
ketplace in a different way: the local/specialist, the commer¬ 
cials/institution, and the general market participants. These 
groups are discussed in detail elsewhere in this book. 


In Different Price Areas at a Given Point in Time ... 

Different price areas refers to the vertical range of prices in 
which all market activity takes place. The range of this distribu- 
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tion is important, and it gives the market a time parameter. The 
relationship can be defined in this way: the larger the range, the 
longer the market will remain in that price area because it will 
take the market longer to unwind. By the same token, a small 
distribution gives one a small amount of time because the mar¬ 
ket can unwind more quickly. Two other components that add 
to the stability of a distribution are the diversification of partic¬ 
ipants and the amount of trading volume. For instance, if there 
is a large distribution with a diversified clientele of market par¬ 
ticipants, then the market is probably in a rather stable condi¬ 
tion. However, unstable conditions can arise if the large, diver¬ 
sified clientele was operating from a single motive; when this 
motive disappears, the market may unwind very quickly. A good 
example occurred during the October/November timeframe of 
2001 in the 10-year and 30-year interest rate contracts at the 
Chicago Board of Trade (CBOT). Falling interest rates caused 
Fannie Mae (FNMA), Ginnie Mae (GNMA) and similar classes of 
participants to buy futures contracts in anticipation of mortgage 
redemptions. This convexity buying or duration shortening fu¬ 
eled more buying. When the motive disappeared, selling ensued 
in the futures that in turn fed on itself because higher rates 
meant fewer redemptions. By the same token, if the diversified 
clientele is replaced by a single operator causing a large price 
range on big volume, the stability of the market may again be 
weakened. In our analysis of the market, we are dealing with the 
present tense conditions that exist and are evolving now. Our 
on-line database gives us price information from the past up to 
the present, defining the current point in time and any changes 
taking place in it. 


Always Presenting an Opportunity to Someone 

There are three time frames in any marketplace: the market- 
imposed time frame, defined by the operating hours of the ex¬ 
change,- the participant time frame, which is the individual 
trader's time frame for buying or selling; and the opportunity 
time frame. The opportunity time frame is a moment in the mar¬ 
ket that forces a participant to act because of the favorable price 
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opportunity it offers. In the past, there were two main types of 
traders: day time frame traders and beyond-the-day traders. Day 
time frame traders are simply looking for a fair price. Those who 
trade beyond the day are more distant from the market; they are 
not interested in trading unless a very favorable opportunity is 
presented. As the markets move toward 24-hour trading, the first 
two time frames are taking a smaller role, and the opportunity 
time frame trader is growing in importance. Today's opportunity 
time frame trader is distinguished from the beyond-the-day 
trader by the fact that the opportunity trader must watch the 
markets closely and continually, to ferret out the opportunity 
that may arise at any time. So he or she is closer to the market 
and follows it rigorously, knowing that he or she may want to 
trade at any time of the day or night—whenever a trading oppor¬ 
tunity may arise. The emergence of this new type of trader is 
contributing to the volatility of today's markets. He or she gen¬ 
erally follows one of two behavior patterns: if the market gets 
too far away, he or she may conclude that there will be an op¬ 
portunity to do just as well a day or 2 down the road, and so he 
or she will wait patiently; or, if he or she has just missed the best 
price opportunity by a small margin, he or she may follow the 
market and trade at a price away from the best opportunity. The 
purpose of the market is to serve society by bringing more peo¬ 
ple into the distribution system. Thus, it is important for the 
market to increasingly attract participants who are already ac¬ 
tive in the market (increasing the use of the market place) as well 
as attract new participants from the outside. The Steidlmayer 
theory of markets draws together, in a simple form, many of the 
conclusions reached as a result of years of practical work in var¬ 
ious markets. We think the reader will find it a useful framework 
within which to organize thinking about markets and how they 
work. Trading practices that are based on a sound understanding 
of market activity are likely to succeed; those that are not 
soundly based may work for a time, but, as markets change, they 
will no longer apply. Without a fundamental market under¬ 
standing, one will lack a solid foundation from which to make 
the necessary adjustments. Thus, any trader can benefit from 
learning and applying this theory in her or his daily work in the 
market place. 




Chapter 9 


THE STEIDLMAYER 
DISTRIBUTION 


The building block of any market is its distribution—the basic 
unit of directional market movement. Although the term distri¬ 
bution had been associated with markets, the nature of market 
distributions has never been fully examined. In this chapter we 
discuss the Steidlmayer distribution, which is quite different 
from the more familiar normal distribution. 


Purpose of Market 

To understand the market, it is necessary to find its purpose. 
The real purpose of any market is to distribute a product effi¬ 
ciently, which is also its economic function. Any number of 
people trading among themselves without this purpose would 
not be serving society, and the market place would be doomed 
to failure. Trade facilitation is a measurement of activity that 
defines this purpose because it is volume. All activity takes 
place within a distribution. Just think of distribution as one 
would a company's market share. The purpose is to penetrate 
the market and gain an increasing share. The volume of activ¬ 
ity would describe this. Also, try to think of the different sup¬ 
port groups the company has to maintain and enhance its mar¬ 
ket share—warehouses, advertising, research, and the like. 
Analyzing any of these critical parts gives insight into the 
strength or weakness of the distribution. This represents the 
natural flow of information, and one wants to take the same 
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approach to the markets. In other words, one wants to be inside 
the workings that support the market. 

The Normal Distribution Versus the 
Steidlmayer Distribution 

In the normal distributions, variables cluster around an average 
or mean value. When a normal distribution takes place in the 
market, prices center around the mean. Figure 9-1 is an example 
of a normal distribution. Notice that more time/price opportu¬ 
nities (TPOs) center around the mean price and there are fewer 
TPOs as one moves toward either price extreme. In the Steidl¬ 
mayer distribution, prices again develop a range, but variables 
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Figure 9-1 Normal distribution. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 
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Figure 9-2 Steidlmayer distribution, 3:2:1 up. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile. Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 


cluster toward one of the extremes within that price range. Note 
that in Figure 9-2 the mode (event with highest frequency of re¬ 
currence) is skewed toward the top of the vertical range, whereas 
in Figure 9-1 (normal distribution), the mode, which would also 
be the mean, is essentially in the middle of the vertical range. In 
a sense, a normal distribution is past tense, representing the fill¬ 
ing out of a nearly completed distribution, whereas the Steidl¬ 
mayer distribution represents the present tense development of 
an ongoing distribution. Later, it will usually be accumulated 
into a normal distribution pattern. Thus, a trader who is looking 
for the Steidlmayer distribution can have timely information 
from which to trade, rather than late information. She or he has 
a more efficient tool with which to take advantage of price when 
putting on a trade because she or he can take advantage of move¬ 
ments in the market on an informed basis. 
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The Steidlmayer distribution lends itself to opportunistic 
trading, for it presents a defined beginning or ending during 
which market prices fluctuate within the guidelines of the four 
steps of market activity discussed in Chapter 6. This phe¬ 
nomenon represents, I believe, the long-sought explanation of 
how professional traders can make money in what most aca¬ 
demics believe is a totally efficient market. The Steidlmayer dis¬ 
tribution is what all good traders perceive, although it has not 
been fully expressed or explained before. For a trader to have 
been consistently successful for a long period, he or she must be 
doing something right. The Steidlmayer distribution offers the 
explanation. 

Illustrating the Steidlmayer Distribution 

The visual imprint of the Steidlmayer distribution can be used 
interchangeably with the concept of the four steps of market ac¬ 
tivity discussed in Chapter 6. A Steidlmayer distribution would 
encompass the first three of the four steps of market activity. 
Those steps are a series of prices in one direction, trading to a 
price to stop the market, and finally trading around that stopping 
price. The distribution, the stopping, and the development 
around the stopping price are the essence of the Steidlmayer dis¬ 
tribution. 

From a visual standpoint, the Steidlmayer distribution re¬ 
sembles an uppercase "P" or a lowercase "b" (see Figs. 9-2 and 
9-3, respectively). The size of the distribution can vary, as can its 
time frame. From a statistical perspective, these visual imprints 
are called either a 3:2:1 up (upper case "P") or a 3:2:1 down (lower 
case "b"). The numbers represent the first, second, and third stan¬ 
dard deviations of a bell curve. In a normal distribution, a 3:1:3 
bell curve (see Fig. 9-1), the first standard deviation appears in the 
middle of the range, with the second and third deviations falling 
above and below this median. This is the basis of the efficient 
market theory that a price away from value will always tend to 
move back to the center. This does occur in the market place 
from a very macro perspective; however, from the short-term per¬ 
spective, this phenomenon occurs only in a nondynamic market 
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Figure 9-3 Steidlmayer distribution, 3:2:1 down. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 


where there is only development (horizontal price activity). On 
average, the historical price activity of a mature market is com¬ 
posed of a potpourri of 3:2:1s that make up a macro 3:1:3 struc¬ 
ture. The markets do not make things easy. They do not present 
themselves in the neat little package of a 3:1:3, a money tree ripe 
for the picking. So the efficient market theory is not wrong; it is 
just a function of the time frame people are trading. The Steidl¬ 
mayer distribution (3:2:1 up or down) is far more common in dy¬ 
namic markets where movement is taking place. Traders can 
sense the existence of either type of distribution. 

To help understand the four steps of market activity and as¬ 
sist in the visualization process of a 3:2:1 (Steidlmayer distribu¬ 
tion) moving to efficiency (3:1:3), look at Figures 9-3 and 9-4. 
Figure 9-3 is a 3:2:1 down of the March coffee with the third, 












136 


The Hawkins Interpretation 


second, and first standard deviations denoted to the right of the 
profile. This profile looks something like a lowercase "b." What 
creates this type of visual is easily explained using the four steps 
of market activity. What creates the vertical range for the profile 
is step 1 (the distribution), a series of prices in one direction 
(down in this case). This strong push to the downside reaches a 
climax where there is little interest in continuing to sell lower 
prices; thus, the price probes lower and finally stop. The stop¬ 
ping of the distribution is step 2. Following the stopping phase, 
the market will probe both higher and lower, using the stopping 
price as a sort of anchor for development, or step 3. This devel¬ 
opment zone or step 3 in the four steps of market activity will 
constitute the first standard deviation of the Steidlmayer distri¬ 
bution. Once step 3 is established, the market will attempt to 
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Figure 9-4 March coffee moves to efficiency. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 
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move to step 4, which is the trade to efficiency (attempt to cre¬ 
ate a normal bell curve, 3:1:3), where the price activity attempts 
to move the first standard deviation back toward the middle of 
the vertical price range. How this occurred is shown in Figure 
9-4, again March coffee fast-forwarded to include many more 
weeks of price activity. Once the market has stopped pushing in 
a direction (see Fig. 9-3), it attempted to retrace the selloff of 50 
cents to 45 cents. The market managed to retrace that 5-cent 
selloff and then some; it eventually makes a new high versus 
what had been the high in Figure 9-3. 

The Steidlmayer Distribution and Speed of 
Market Movement 

When looking at the market from a daily perspective, only parts 
of the Steidlmayer distribution have the characteristic of being 
initiating or responsive in relation to the developing distribu¬ 
tion—initiating in the second and third standard deviations, 
where the market moves quickly, and responsive in the first, 
where it moves more slowly. This relationship gives us the 
speed of market movement because the market will move 
quickly away from the third standard deviation but slowly away 
from the first. Another benefit of recognizing this distribution is 
that it contributes to the natural flow of information—informa¬ 
tion that is indisputable because the market is clearly either dis¬ 
tributing or not distributing at any given time. The range of this 
distribution, along with the diversity of ownership and volume, 
gives us time; the greater the range, the diversity, and the vol¬ 
ume, the more time we have. Just imagine the ability of a distri¬ 
bution to unwind, and the premise is clear. Suppose that 100 
traders around the world buy soybeans, and the market moves 
up 8 cents a bushel. The market pauses in its distribution, and a 
few people decide to buy the pause, and a few others decide to 
take profits. Under these circumstances, the price will probably 
stay in the same general area. However, in the same situation, 
suppose that all of the 100 traders had the same purpose—say, to 
cover shorts—the same distribution could unwind fairly 
quickly. More rapid price change could then be anticipated. 
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Once the last short had bought to cover the position, the market 
could cascade lower if there was a lack of buying interest. OFI 
would give some objective information on how to trade this sce¬ 
nario. 

Another example: Suppose 100 people buy the market, and 
the range is only 1 cent. If the market begins to move lower and 
all the participants are under water, one would expect many of 
them to sell at once,- so the 1-cent range has not given them 
much opportunity for free exposure in the market. Although the 
participation was diversified, the small price range limited the 
opportunity to trade. The existence of the Steidlmayer distribu¬ 
tion has been obscured by the fact that the larger time frame dis¬ 
tribution often takes the appearance, after the fact, of a normal 
distribution. We call this push and pull of participants—coactive 
time frames (trading different durations). It is usually made up of 
several distributions that are profiled as one. In looking at this 
conglomerate, a trader is not getting pure, fast information but a 
blend; and a trader cannot successfully use blended information 
without making some adjustments. Working with pure informa¬ 
tion is the best way to build a database and adjust to changes in 
the markets. 



Chapter 10 


THE YOU 


Because most of this book deals with the theory and develop¬ 
ment of Market Profile, one could assume that the few pages 
dedicated to the formula, Market Understanding X you = re¬ 
sults, is of no particular importance. Such a conclusion would be 
presumptuous. They are equally important. Let us crunch the 
numbers and take a look. Assume 100 percent market under¬ 
standing and the "you" component is operating only at 50 per¬ 
cent, your results would be 50 percent. If you flip the numbers 
around and market understanding is at 50 percent and the you 
component is running at 100 percent, again your results will be 
50 percent. Both outcomes are the same. Thus, we should spend 
as much time developing the you component as you do develop¬ 
ing the market understanding component. 

A lot of people can look at a chart and generate a decent per¬ 
spective of the market. They can even disseminate this informa¬ 
tion to others as the market unfolds exactly as they had envi¬ 
sioned. Upon complimenting the prognosticators on their 
accuracy in reading the market and inquiring into their profits 
from the trade, you find they made little or no money. Why? 
Their market understanding may be great but they do not have a 
handle on the you. They have personal issues they must over¬ 
come, until then they will be handcuffed. 


Objectivity 

A trader has one job—to be an objective observer of the market. 
This means she or he should observe the story being told by the 
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market as it develops vertically and horizontally. When a good 
risk versus reward opportunity presents itself, a trader must take 
it. Then she or he continues to objectively monitor market de¬ 
velopments. 

One of the major shortcomings a trader can have is allowing 
one's opinions to take the place of objective market observation. 
The best traders are the ones who follow the lead of the market. 
The worst traders watch the market move against their position 
and rationalize the situation. Many a member has stubbornly 
stuck to a losing position, eventually blowing all his capital and 
losing his membership because the market could not possibly 
continue doing what it has been doing, and it does. 

One sad example of this syndrome leaps to mind. Following 
the 1987 stock market crash and subsequent rally, one member 
of the Chicago Board of Trade would stand by the quote ma¬ 
chine at the entrance to the trading floor and watch the Stan¬ 
dard and Poor futures trading at the Chicago Mercantile Ex¬ 
change. He was always short the market and regularly lost 
money. He would explain at great length to one and all why the 
market was going to resume its crash mode and make new 
lows. His fundamental arguments included deficit spending, 
high interest rates, and a plethora of other arguments. The fact 
the market continued to rally off the lows and trade through 
resistance level after resistance level never caused him to 
waiver. The inevitable eventually occurred and his member¬ 
ship was sold to cover his losses. 

There are 101 ways to be a bad trader. But they all stem 
from an inability to maintain an analytical, objective viewpoint 
of the market. During the stress of the trading day, objectivity 
is often benched and replaced by any of these: anger, fear, jeal¬ 
ousy, ambition, hesitation, uncertainty, overconfidence, lazi¬ 
ness, depression, and countless other emotions. You as a trader 
want to be objective, but when you are playing a high-stakes 
game, your survival as a trader is always at stake to a greater or 
lesser degree. If you manage to be wrong big enough or long 
enough, you are out of the game. It is not hard to see why it is 
easy to get into situations in which decisions are not grounded 
in reason and logic. 
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Market Discipline 

I converted the theoretical goal of being an objective observer into 
a nuts and bolts reality by developing a program that I now call 
market discipline. Market discipline has two components. The 
way I applied the first component is to study all my trades each 
day against the backdrop of what took place in the market—what 
I did, why I did it, why I was right or wrong. (Side note: to this day, 
one of the most successful futures traders in the industry keeps a 
daily journal of his trading. As a member of the Chicago Bulls, 
Michael Jordan practiced harder than any player on the team. 
Take their lead, strive to be the best you can be.) Market disci¬ 
pline included studying the relationship between background 
(long-term activity) and foreground (short-term activity), the in¬ 
ternal contrast of the market within itself. An example would be 
that inefficiencies (vertical moves) are generally absorbed into an 
efficient background if they are not powerful enough to overcome 
the background. This became part of market discipline—study¬ 
ing the contrast between the short-term and the long-term to 
judge continuation. Doing this objectively by contrasting the rel¬ 
ative vertical and horizontal dimensions is market discipline at 
work. Think of the tools discussed in Chapter 6 as tools in this ef¬ 
fort to objectify market activity. One can make a daily chart com¬ 
paring today's range, value area range, range extensions, buying 
and selling tails, and so on to the background. By doing so, one is 
allowing the market to objectively communicate. One is observ¬ 
ing it—hopefully, being one with the market. 

The second component involves the emotions I mentioned 
earlier in the chapter. Have you ever noticed how much easier it 
is to be objective about the markets when you are not involved? 
If one thinks about it, it is pretty clear why that would he the case. 
One is looking at the market without dealing with anger, fear, 
anxiety, excitement, and the like. Some of these emotions run on 
automatic and to say they complicate the decision-making pro¬ 
cess would be an understatement. They can overwhelm the deci¬ 
sion-making process when the stakes get high enough. 

There is only one way to overcome the ability of these emo¬ 
tions to possibly take over the show. When considering these emo- 
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tions, do not limit the focus to fear and hesitation. Many a person 
has been hurt by overconfidence. Study your judgment under 
varying conditions—just like one would market activity. The best 
way to do this is to look at patterns in behavior. Do you make 
money only in the morning? What if you are not feeling well? Do 
you make money only in down markets? When you have a win¬ 
ner, does euphoria set in? Does the tension of holding a loser af¬ 
fect your judgment? Study yourself looking for understanding just 
like you would a market situation. Leam to accept what you see 
and work with it. Recognize your limitations. It is hard to turn a 
"slap" hitter into a 40 home run guy, just as it is hard to make a 
pull hitter go the opposite way. If your day starts out terrible, 
maybe you should consider quitting if you have a habit of making 
bad days into disasters. The same may apply when starting the day 
with a big winner; some people really press and give it all back. 

One thing is clear. This is an exercise in self-discovery. No 
one is in a position to do a better job of studying yourself than 
you. After all, you are the only one who is with you 24 hours a 
day. It may not be easy, but it is necessary. You are looking for 
patterns. You are looking for tendencies that repeat themselves. 
When you are studying your daily trades looking for insights into 
why you are making or not making trades, look for emotional 
patterns as well. 

You can learn what it takes to be a successful trader. You can 
attend every seminar in the book. But if you harbor some of these 
emotional flaws and they go undetected, you may be the 
smartest person on the block and never make a dime. It is all 
about understanding you. 

Market discipline has many connotations. Practically speak¬ 
ing, it is the school of hard knocks. It means the market will 
punish those who try to fight it. It is a discipline that the market 
can and does impose on its participants. You leam by doing, by 
asking questions of yourself (e.g., why did I sell into a rally?; why 
are all my trades responsive?), by not repeating your mistakes, by 
taking responsibility for your actions, and by not complaining 
about what ifs, what went wrong, and so on. You are in a con¬ 
tinual learning mode. 

Market discipline is not a well-wrapped, pretty package. 
Learning from one's experience is not a neat and tidy process. It 
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is not meant to be a 1- or 2-minute wrap-up at the end of the trad¬ 
ing day. It is as much about you as it is the market. Learning 
means to gain knowledge or understanding of a subject. If you 
check a dictionary, you will see that the definitions of the word 
understanding include to comprehend and to be thoroughly fa¬ 
miliar with the character and propensities of that which is being 
studied. No one in the world can improve you more as a trader 
than yourself. It is only through hard work and a willingness to 
come face to face with yourself as a trader that you will fully de¬ 
velop yourself and be able to achieve the results talked about in 
the equation for success: 

Market understanding x You = Results 

Having a losing trade does not necessarily equate to an error on 
the part of the trader. The game is complex and the number of 
variables involved in trading preclude anything approaching per¬ 
fection. Your job is to do whatever you can to improve your 
skills. It will improve your odds and your results. But if you 
never take the time to learn why you do what you do when you 
are trading, you have no chance of improving yourself—you are 
cutting your potential in half. Remember, the you is half the 
equation. If you apply yourself and learn to comprehend the 
propensities you have as a trader that are limiting your results, 
the trading experience can be a much more satisfying one. If you 
are half the equation, maybe you should get half the analysis. 




Chapter 11 


ANATOMY OF A TRADE 


Up to this point, I have approached the process of trading as a foot¬ 
ball coach might prepare for Sunday's game—breaking down the 
offense and defense, and looking at line play and special teams; 
analyzing the skill positions, checking out key injuries, and 
tracking weather conditions; knowing what resources there are 
to work with and coming up with a game plan; being aggressive 
within the framework of the team's abilities, yet cognizant of the 
opponents' strengths to avoid the risk of running into a buzz saw. 

You can implement a conservative or an aggressive game 
plan, statistically isolate situations in which certain plays 
should be run, even throw in some gimmick plays. Do you want 
to grind it out and play smash mouth football or go the finesse 
route and put on an aerial circus? Ultimately, the results should 
dictate your plan of attack. Are you winning or losing? Do you 
feel in control? To achieve the goal of winning, major and minor 
adjustments must be made throughout the game. At the end of 
the day, a horn sounds, the game is over, and there is a winner 
and a loser. Regardless of outcome, there is always next week, a 
time to redeem yourself or keep the momentum going. 

Trading is no different. As a trader, you have certain skills 
and qualities that need to be honed through reading, educational 
seminars, and self-discovery. Is this not the same as an athlete 
going to practice to improve his or her skill set? What separates 
the winners from the losers is the ability to see the need to make 
an adjustment, the discipline to do so, and a willingness to fol¬ 
low through. 

In this chapter, we help you formulate a game plan and show 
you ways to fine-tune your strategy. But remember, the respon- 
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sibility of making adjustments for the game falls squarely on 
your shoulders. Just as in athletics where coaches coach and 
players play, ultimately the players decide the outcome of the 
game. A trader needs to accept and form a personal covenant of 
responsibility for her or his trading decisions. Blaming others 
and deflecting responsibility is a guaranteed formula for failure. 

The majority of this chapter revolves around recognizing a 
trade and attempting to execute that trade advantageously. First, 
however, I would like to leave you with one thought—the im¬ 
portance of ongoing education. Whether you are a trader, a doc¬ 
tor, or an electrician, the process of education can be done in the 
structured environment of a classroom, in a residency, or 
through an apprenticeship. Its purpose is to provide a foundation 
from which to build a future. The more unstable and dynami¬ 
cally changing the world is, the less secure the future. Therefore, 
more retooling or reeducating will need to be done. This book at¬ 
tempts to bridge the gap between the original Market Profile 
works and the new applications and concepts. Be aware that this 
is an ongoing process because the process of learning is never 
complete. 


Game Plan 

Now let us figure out a game plan. Applying what we have 
learned in a systematic fashion will help generate some trading 
ideas. Once again, the secret to successful trading is finding a 
quality opportunity and executing that opportunity under favor¬ 
able conditions. Recall that three things can happen in the mar¬ 
ket: prices can trade higher, prices can trade lower, or prices can 
remain unchanged. Two out of three of these occurrences do not 
hurt you if you enter your trade (long or short) under favorable 
conditions. Thus, when you enter the market under favorable 
conditions you will have the chance to break even or be prof¬ 
itable two-thirds of the time. However, when you enter the mar¬ 
ket under unfavorable conditions (paying up to execute a trade 
when it is not warranted), your success ratio falls to one-third be¬ 
cause the environment in which the market trades sideways will 
probably be a losing proposition as well. There are two parts to a 
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trade, the idea and execution of the idea. A good trade always 
wins out, hut what about the rest of the time? 

Ideas can he fundamentally based, technically based, or based 
on intuition and gut feeling. If the explanation of fundamental 
trading is "dummied-down," we could say price is placed in the 
context of value and the trading decision is made from that plat¬ 
form. Fundamental traders generally trade one instrument or 
sector because an inordinate amount of material must be sifted 
through to gain perspective and stay current with market condi¬ 
tions. 

Conversely, technical traders generate all their trades off 
charts and the interpretation of studies generated from those 
charts. Technical traders find a study or group of studies they are 
comfortable with and overlay those studies onto a database re¬ 
flective of the time frame they want to trade. 

The intuitive or gut trader is an altogether different animal. 
Quite often he or she cannot quantify what he or she does or 
why. In some fashion, he or she is subconsciously processing 
price, price relationships, news, and economic information to 
generate a trading idea. Unfortunately, this skill cannot be 
taught or modeled. 

That being the case, let us go back to the first two entries on 
our list: fundamental and technical trading. Recall that funda¬ 
mental trading is gaining an understanding of value and trading 
that perspective. Is that not exactly what the Market Profile is do¬ 
ing? A charting tool is used to organize price activity into a dis¬ 
play (Market Profile) whose premise is the statistical bell curve 
or value. Therefore, Market Profile is a tool that straddles the 
technical and fundamental world of trading. By incorporating 
those two genres should that not make the trading tool better? 

When trading ideas are being generated, the thought process 
should be systematic in nature. You do not want to trade on a 
whim or be reactive. In addition, for those trading more than one 
market, the approach should be relatively generic. By system¬ 
atic, we mean going through a mental checklist (beginners may 
want to create an actual list) of things you look at to generate a 
trade. By generic, we mean applying the same approach or strat¬ 
egy to all markets you are trading. You may find nuances or ten¬ 
dencies for certain markets, but in general, stick to a blueprint 
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over time. Work toward your strengths and keep things as sim¬ 
ple as possible. "Play your game," do not succumb to outside 
pressures and do what everyone else is doing. 

The game plan or blueprint I have built over time is: 

• Work from background to foreground. 

• Incorporate the visualization process to ascertain where you 
are within the four steps of market activity. 

• Apply the internal time clock of the market to help supple¬ 
ment this information. 

• Utilize day structure (range parameters, single prints, idiosyn¬ 
crasies of markets) to optimize entry mechanism. 

• Objectively mange positions (both winning and losing) with 
structure, not price. 

• Control risk. 

• Use stops. 

• Vary size. 

Now let us elaborate on this checklist. First of all, look at the 
background to determine the trend. As in all analysis, the world 
long-term or trend is related to the time frame you are trading. 
For a person scalping on the floor or screen, the trend may extend 
to the previous day's activity and nothing more. If you are doing 
something other than scalping, look farther out on the curve at 
hourly, daily, weekly, and monthly data to gain a longer-term 
perspective. However, as profile users, we are not proponents of 
chronological time as our organizational medium, but instead 
prefer to organize with market time. 

That is where the next entry in our checklist comes into 
play: incorporating the visualization process with the four steps 
of market activity to determine where we are within the struc¬ 
ture of the market. By looking at the internal time clock of the 
market (price/time relationship), we are able to accurately deter¬ 
mine when the market is in a position to continue in the current 
direction, develop sideways, or reverse. 

Continuing down the checklist, we find ourselves at a point 
in the exercise where we are essentially putting the price activ¬ 
ity under the microscope to find a window of opportunity from 
which to trade. This is where we focus on day structure and our 
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understanding of nuances within day structure in an attempt to 
optimize the entry mechanism. 

With this checklist and the few short paragraphs we have 
used to elaborate on this process, we have summarized what has 
taken a lifetime to develop and improve. It will take some time 
to develop this thought process, but over time, you will find it 
becomes subconscious or automatic. 

That moves us to the next topic on our checklist: trade man¬ 
agement. Note that trade management is one entry in a list that 
numbers six or eight items. Proportionally, that represents 
something like 12 to 15 percent of the total material covered in 
the checklist. Surprisingly, that 12 to 15 percent is probably rep¬ 
resentative of the amount of time a trader spends managing a 
trade versus the process of generating and executing a trading 
idea. In other words, she or he spends seven-eights of the time 
coming up with the idea and one-eighth of the time managing 
the idea. In reality, a trader will be more successful if she or he 
reverses these numbers and spends more time managing the po¬ 
sition (both good and bad) and less time anguishing over whether 
she or he should buy or sell and at what price. Earlier in this 
book, we called this metamorphosis of moving the responsibil¬ 
ity of the trader from that of an observer to a manager the uplift 
process. Moving the entire checklist process to more of an ob¬ 
jective automated format helps this transformation to occur. 

The key word in the previous paragraph pertaining to trade 
management is objective—objective management of winning 
positions and losing positions in the context of the market struc¬ 
ture and your trade plan. Just as in football, where the team goes 
into a game with a plan of attack based on film of opponents' 
previous games, the coach and players must then modify the 
game plan in the heat of the battle based on results. The same 
thing for the trader. She or he goes through the checklist creat¬ 
ing a strategy based on structure and then must monitor and 
modify the game plan based on how the trade is unfolding. This 
does not mean picking a stop level based on some arbitrary risk 
factor and then calculating a profit objective based on some mul¬ 
tiple of that dollar risk. No, assess the market, create a bias (long 
or short), optimize the entry mechanism (price), look at the 
structure to determine what type of price activity would negate 
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your strategy, and then see whether the profit potential justifies 
the risk. It is almost like an accountant generating the bottom 
line first and then backing into the rest of the information to as¬ 
sess the business. 

Remember, markets are dynamic,- look at them as living, 
breathing organisms. Do not look at trades as an if/then state¬ 
ment, all or none, hit the profit objective or loss limit—be flexi¬ 
ble, modify your game plan as you see fit. 

Most importantly you want to control risk, be in a position 
to fight another battle. By controlling risk, we mean limit your 
losses. When markets of uncertainty are dealt with, there always 
is the chance of getting blindsided by some unexpected occur¬ 
rence or news event. There is no way to anticipate this or trade 
for it. What we mean when we say control risk in trading is use 
some framework that features a disciplined approach to recog¬ 
nizing and taking losses. 

Some people's answer to controlling risk is the use of stops. 
We are proponents of limiting losses; however, we do not neces¬ 
sarily believe a stop is the best means to that end. Anyone who 
has experienced trading has probably used a stop. It is the indus¬ 
try equivalent of a pacifier or baby blanket—something that cre¬ 
ates a false sense of security. Do not get me wrong; the concept 
is great, however, the reality is jaded. Its purpose is to force dis¬ 
cipline, the emotional quality that must be present for one to be 
successful in trading. 

No one likes to admit he or she is wrong; it goes against hu¬ 
man nature. Whether it is a wrong business decision, career de¬ 
cision, child-rearing decision, or trading decision, an individual 
given a choice will try to rationalize this decision. A trader may 
expand his or her timeframe, look to others for support of his or 
her idea, or rationalize away the adverse price movement with 
any of a hundred reasons in hopes of the market trading back to 
his or her price so he or she can become "whole" again. 

Once the trader has set up a trading plan (entry, exit, and 
level he or she is wrong) and ultimately by taking the "choice" 
out of the hands of the participant and moving it to the market 
with a stop, the trader feels a false sense of security. How about 
the trader who was short new crop beans during the drought of 
1988 with a 10-cent stop and the market was limit up 3 days in 
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a row with no way out’ Or the trader who was short Treasury 
bonds during the stock market crash of 1987 when the bonds 
were limit up for 3 or 4 days in a row? Or an experience I had be¬ 
ing short the mini Standard and Poors 500 (S&P) with a 2-point 
stop when the Federal Reserve Board unexpectedly cut rates and 
my 2-point stop cost me 25 additional points ($1250/contract)? 
The list goes on and on. 

Stops do not protect your capital as you might think. They 
are kind of like walking on ice wearing dress shoes; you can nav¬ 
igate around the ice most of the time, however, you will eventu¬ 
ally hit that spot on the ice that puts you flat on your back. You 
do not know when or where it will happen, just that it will hap¬ 
pen. Let market activity tell you when you are wrong, and put 
the responsibility of exiting squarely on your shoulders—you 
will do a better job. 

The last entry on our list is probably the most overlooked 
and arguably the most important: adjusting the number of con¬ 
tracts you trade. In trading, you need to recognize an opportunity 
(by going through your checklist) and then to quantify that op¬ 
portunity. By quantify, I mean rate the opportunity: is it a "run 
of the mill opportunity" offering typical returns on your trading 
efforts or is it one of those unique situations that could define 
your trading career? There is a saying "You pay the grocery bills 
with the day-to-day trading and put the money in the bank with 
the long-term trading." Similarly, most very successful traders 
will probably tell you they accumulated the majority of their 
wealth on a very small percentage of their trades. Looking at this 
idea from a value perspective, it would be a situation in which 
price is lagging value and you perceive a significant shift in 
value. In this situation, you should adjust your size to a much 
larger unit and really push the envelope. 


Trade Setups 

Now we go to finding trade setups. We advocate trading opportu¬ 
nities and not markets. Sinking a 10-foot putt with an uphill lie re¬ 
quires the same stroke for the golfer whether she or he is playing 
at Augusta National, Pebble Beach, Saint Andrews in Scotland, or 
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the local park district course. Hitting a 90+ mph fastball delivered 
by Roger Clemens, Kerry Wood, or Randy Johnson requires bat 
speed and concentration. The trading game should be broken 
down and looked at in a similar vein. A portfolio of stocks and 
commodities should be "scanned" by the trader to locate setups 
that meet a predetermined criterion. At that point, the trades can 
be executed and managed. This common thread, or setup, for the 
trader is no different than the 10-foot putt for the golfer or the 90+ 
mph fastball for the baseball player. By breaking down trades in 
this manner, we are saying, "A trade is a trade is a trade, regardless 
of the market." If all our putts are 10-footers or we can sit back and 
look for the fastball on every pitch, we will perform better. 

By tracking only a few markets, you will be limiting your 
trade opportunities. At some point, this will force you to trade 
outside your comfort zone—trying to make money when there is 
no clear setup. Early in your trading career, you want to build the 
"factory" no matter how mundane it may seem. Stick to a sim¬ 
ple approach that can be expanded after you have built a base 
through observations and trading experiences. A golfer will score 
better keeping the ball in play and playing within her or his abil¬ 
ities. The baseball player will be more effective facing only fast- 
balls; when the curveball, slider, and forkball are added to Randy 
Johnson's repertoire of pitches, the baseball becomes much more 
difficult to hit. 

In going through trade examples, we are going to start at the 
lowest level and work to more complex applications. We are not 
holding ourselves out as sages or trading gurus using smoke and 
mirrors to generate trades. We are going to show you proven 
methods you can use to improve your trading. It will be up to the 
individual trader to decide what suits his or her needs and what 
his or her capacity is to understand and apply the concepts pre¬ 
sented through the examples. 

We are going to start off with our blinders on, push our nose 
up against the screen, and see only the bid and ask in the market. 
In trading, there is always a buyer for every seller; what causes 
price movement in any market is the holding imbalance of the 
participants. For this example, assume that I am the buyer, you 
are the seller, and both of us are trading a very short time hori¬ 
zon. The thing that differentiates us other than the side of the 
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market we are trading is our individual conviction for the trade. 
Assume that I have a stronger conviction on this particular 
trade. I may let my trade go a number of ticks against me before 
I even consider liquidating the position. Conversely, you are 
short and have no opinion on the market. Your reason for 
putting on the trade was because you saw an edge and wanted to 
make a tick on the trade. Being short once the market goes bid, 
you will be falling all over yourself trying to scratch your posi¬ 
tion. In fact, if all the offers disappear, you will probably pay up 
to square up your position and lose a tick on the trade. All things 
being equal, my willingness to hold and your adversity to hold¬ 
ing are what caused the market to move. (This example has been 
greatly simplified for the purpose of conveying the idea.) Thus, 
from even the shortest-term perspective, price movement is in¬ 
fluenced by participant willingness to hold on to positions. 

One relevant observation I have made pertaining to watching 
the book and order flow on my Trading Technologies (TT) front 
end is that when the book is stacked (aggregate bids vs. aggregate 
offers), the book is usually wrong. When I say stacked, I mean it 
has slightly less than twice as many total bids as total offers or 
slightly less than twice as many total offers as total bids. What is 
probably happening is a trader or traders on the wrong side of the 
market are putting in false bids or offers defending open position, 
which are cancelled once the market gets close to the trade price. 
This observation leads us into a very important lesson for a trader 
to leam early in his or her career—the importance of reading the 
market and not reacting. We have a saying, "Make price the mes¬ 
senger, not the message." Do not be reactive and jump at every 
price movement up and down; similarly do not make a casual ob¬ 
servation and believe it is a lay-up trade. Incorporate price move¬ 
ment and order flow into a thought process in which you can 
trade. The thought process you develop is something you must be 
comfortable with or at the least be able to grow with over time. 


Human Capacity 

Trading the shortest time horizon is a very difficult way to trade 
in that you need to devote your full attention to the market with 
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each and every tick. In addition, your level of performance, or 
what we call your "human capacity," needs to be running at the 
optimal level for an extended length of time. We all have done it 
for periods of time, and it is mentally and physically draining. A 
common experience many of us have had with human capacity 
running at optimal level would be taking an extremely challeng¬ 
ing final examination in high school or college. I remember tak¬ 
ing college finals in chemistry and calculus and how drained I 
was after taking the 3-hour examination that required my high¬ 
est degree of concentration and effort. You get in a zone, block¬ 
ing out all the noise and activity, focusing on the task at hand. 

A friend on the floor of the Chicago Board of Trade (CBOT) 
has been doing just that for the past year. He stands in the pit 
with a Trading Technologies order routing system strapped to 
his chest, watching the orders come into the pit and the order 
flow traded on the screen. He trades 25 to 50 lots in the Treasury 
bonds, looking to get the edge whenever he can, and quickly lays 
off his position. He is always trying to read the order flow in both 
venues. He carries no positions overnight and consistently 
makes $20,000 to $100,000 a day. In my eyes, he is the Michael 
Jordan of scalping; however, just like Mike with age, injuries, 
and so on, your game starts to deteriorate and you lose a step. 
Once an athlete loses a step, he or she may transition to man¬ 
agement, get involved in coaching or broadcasting, or move into 
another field. 

Similarly, a trader who is running her or his factory at full ca¬ 
pacity for an extended length of time will need to modify her or 
his program because it is physically impossible to maintain that 
level of concentration and effort. It will lead to burnout. Those 
who do not change their program become jaded, discouraged, and 
prone to failure. 


Volume Studies 

A derivative of this very short term program can be run utilizing 
one of the volume studies mentioned earlier in this book. Recall 
that on floor information (OFI) gives Capflow32 users the skew 
of filled buy orders versus filled sell orders generated from off the 
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floor. This gives us a perspective as to what the big barn boss is 
doing. We use the term big bam boss as if it were an individual, 
but in reality it is the group (buyers or sellers) whose coattails 
you want to latch onto. Floor traders try to gamer the same in¬ 
formation when surveying the pit, and screen-based traders seek 
the same information when looking at the book (accumulated 
bids and offers in an array of prices above and below the market). 
A floor trader's is a subjective read of the market real time; OFI 
is an objective read of the market after it is closed. Which is bet¬ 
ter’ The floor trader's if the read is accurate because it is real 
time. However, we are unable to work from the base of having 
timely participant biases, so we will work with what we have. 
As we stated earlier, OFI gives a bias for the first hour or hour 
and a half of trade following the day it is generated. Thus, we 
have a tool for the short-term trader to use that eliminates one 
side of the market for part of the session. Incorporate that with 
some of the early entry tools that were part of the original Mar¬ 
ket Profile approach and you have a strategy to work with. 

The original Market Profile works taught us there were two 
types of early entry price activity that could be objectively read 
and traded, both of which were generated off the opening price of 
the session and the next few minutes of trade. Early entry buy¬ 
ing and early entry selling are the activity we are referring to. In 
a chronological database, there is meaning and importance to 
opens as well as to closes. We define early entry buying as open¬ 
ing and driving higher from the opening price and early entry 
selling as opening and driving lower from the opening price. This 
early entry activity could be combined with OFI to create a sys¬ 
tem for trading the openings. For instance, let us assume we have 
OFI buying of 1.25 and our experiences tell us that any number 
greater than 1.2 is reliable. Seeing early entry buying on the tail 
of this OFI number would be the trigger to initiate a long posi¬ 
tion. 

Figures 11-1 and 11-2 are precisely the setup to look for to 
have early entry activity confirmed by strongly biased OFI num¬ 
bers. Figure 11-1 is a screen capture of the September 5-year note 
with the OFI numbers affixed to their respective profile. In the 
fixed income markets, our studies show anything greater than 
1.25 or less than 0.75 is statistically significant and therefore 
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Figure 11-1 September five-year note with the OFI numbers affixed to the respective 
profile. 
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should be incorporated into one's thought process. Note the 
reading of 1.71 affixed to the bottom of the profile dated the 20th. 
This number tells us that the filled order flow coming from off 
the floor was strongly skewed toward large buy side tickets. This 
information is made available from the exchange after the close 
so it is useful for trading the night session or the next day's 
morning session. Seeing strongly skewed OFI numbers like this 
should serve as an alert to watch the next morning's opening ac¬ 
tivity. 

Figure 11-2 is a daily profile display of the referenced OFI dis¬ 
play. The reason the profiles do not appear to be filled out is be¬ 
cause the futures contract was not front month at the time. With 
an OFI reading of 1.71 on May 20 , we would be looking to play 
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the market from the long side early on the morning of May 21. 
Looking at the profile display on May 21, you can see the early 
entry activity characterized by opening and pushing in a direc¬ 
tion down or up in this case. Looking at the profile dated May 21 
in Figure 11-2, you see a small triangle to the left of the "y" pe¬ 
riod at the price of 104.29. This represents the opening price for 
the session. The triangle to the right of the profile represents the 
closing price of that day's activity. Thus, on May 21, you can see 
the market opened at 104.29 and never traded lower than that 
price throughout the day. On that day, the market closed at 
105.04. Incorporating OFI with the early entry buying activity 
would have been the signal to play the market from the long side 
on May 21. 
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Figure 11-2 Daily Market Profile display of the September five-year note. 
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This is not to say that early entry or OFI should be used only 
for scalping purposes. A friend who was the biggest trader on the 
London International Financial Futures Exchange (LIFFE) floor 
used this trade setup for years with great success. A pattern he 
noticed was that on the first day of the week the German bund 
would have an open and drive-type setup. He would watch the 
open to determine direction and initiate a position with a stop a 
few ticks through the opening price. If the trade was working for 
him, he would hold it to the open of the U.S. market and possi¬ 
bly to the close of the European markets. Prior to this year 
(2002), this strategy worked over 70 percent of the time for him. 


Utilizing a Chronological Data Base 

Maintaining our focus on chronological databases, we move up 
a rung to find a slightly more advanced strategy, yet one still 
easy to read and manage. In so doing, we want to keep in mind 
that our purpose is to build a business, chip away, and develop 
some consistency, not strike it rich going for the long ball. We 
want to be able to read the market, see an opportunity, act on 
it and then reload. At times we will be right, other times 
wrong, but most importantly we will be in the game tomorrow. 
We are trying to create a blueprint or business plan for our trad¬ 
ing business. To do this, we must have a core strategy and we 
need to monitor trends in the industry to determine whether 
the core strategy needs to be modified. The strategy we present 
at this time involves utilizing a chronological database with 
the expectation that the condition of the market is random. In 
other words, we are looking for some degree of horizontal de¬ 
velopment to persist. 

In a chronological database, trending activity occurs approx¬ 
imately 10 to 20 percent of the time and development or side¬ 
ways trade accounts for the other 80 to 90 percent of price activ¬ 
ity. Thus, from an involvement perspective, we should skew our 
participation, or more accurately our participation expectation, 
to 80 percent of the time looking for random activity and 20 per¬ 
cent of the time looking for nonrandom activity. If the market is 
random four-fifths of the time, an intelligent strategy might be 
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to trade for the norm and anything that exceeds the norm may 
fall into the trending-type activity, which will be a loser for us. 

A friend trading on the floor of the CBOT in the early 1980s 
traded this strategy in a convoluted sort of way. An up and com¬ 
ing star at the time by the name of Richard Dennis was known 
for his aggressive breakout trading style. My friend would follow 
Mr. Dennis around the floor and try to gauge when he was fin¬ 
ished initiating his position and then fade him. The idea being 
that markets broke out only 10 to 20 percent of the time (when 
fading breakouts did not work), so if risk controls were in place 
for the 10 to 20 percent of the time when the market trended, 
there was a good chance to net money on the other trades (when 
fading breakouts worked). What made this strategy even more ef¬ 
fective was that Richard Dennis became such a well-capitalized 
local and fund manager that locals stepped back when he came 
into the market. Therefore, his buy orders saw fewer offers and 
his offers saw fewer bids, creating even more price movement 
and a better price for anyone fading his order flow. 


Trading Parallel Activity 

Unfortunately, we do not have a strategy as easy to apply as this, 
but we present something that looks to capture markets in the 
development phase, the strategy being to trade parallel activity. 
When trading parallel activity, we look for some type of standard 
or normal range of prices to recur for the time frame we are mon¬ 
itoring. Assuming the market is in development or randomness, 
this pattern has a high probability of occurring. 

How does it work? Essentially, you are looking for today's 
price range to be approximately the same number of ticks as the 
previous day's price range. In other words, you are calculating 
some type of average daily range. Once this measurement objec¬ 
tive has been met, participants can look for the high and low to 
be in for the day and trade accordingly. This approach can be ex¬ 
panded beyond the day to look at weekly parameters as well. 

Realizing that you are looking for one thing, and one thing 
only, there should be no need to second-guess yourself or find 
other reference points to support your idea and stay with the po- 
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sition. Your strategy did not work out, so get out and look for 
other opportunities. 

Figure 11-3 is a daily Market Profile display of American Ex¬ 
press. The first observation that comes to mind is the degree of 
congestion or overlapping prices that occur over the 6 days of 
profiles. When seeing this type of price activity always look for 
parallel activity. Parallel activity indicates some degree of stop¬ 
ping and development as described in the four steps of market ac¬ 
tivity. From a daily perspective, a precursor to this type of activ¬ 
ity might be a preponderance of neutral activity (neutral days) or, 
from a structural standpoint, the market reaching a maturity 
level greater than 19 (wide time/price opportunity [TPO] point) 
based on the internal time clock of the market. At this point, we 
can objectively say the near-term structure has begun to lose 
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Figure 11-3 Daily Market Profile display of American Express. 
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momentum and we should trade some type of mean reversion. 
The tool of choice to trade a mean reverting program is trading 
parallel activity because it most accurately gauges potential 
price ranges. Anticipating some form of price control allows you 
to implement what we call a hit and run trading style, in that 
one piece of information is being extracted from the market and 
traded. This very aggressive style must be given a short leash 
when it comes to trade management. Let us look to Figure 11-3 
to help understand this idea. By looking for parallel activity, we 
are saying we expect the current day's activity or price range to 
mirror the range of the previous day. Looking at the profile on 
May 22, we can see the approximate price range was 41.80 to 
42.60, or 80 cents. Thus, if we can make a case for the next day's 
activity to be some sort of mean reverting activity, we can look 
for something close to an 80-cent range for May 23. This ap¬ 
proach does not give us any trade opportunities out of the box; 
however, other indicators may signal a trade price, and then par¬ 
allel activity could be used as the objective or exit for the trade. 
In the case of May 23 let us assume we have no reason to sell the 
market early in the day. Instead, halfway through the day, we see 
the market has met one of our range parameters off day struc¬ 
ture, which is a normal variation day objective of doubling the 
first hour's range. The first hour's range or initial balance (B and 
C periods) was six ticks (using the chart's default price scale). 
Adding that same six-tick range to the bottom of the first hour's 
range would project the market down to 42.14, the low of the 
day. Based on that information, a long position could be gener¬ 
ated with a parallel day objective off the previous day's 80-cent 
range. Thus, if we are able to buy near the low of the day on May 
23 at the price of 42.14 and we tack that 80-cent expected range 
onto the day's low to give us an upside objective of 42.94. On 
May 23, the buying did creep into the market during the second 
half of the day, allowing for a trade all the way up to 43.05, ex¬ 
ceeding our parallel day objective by about 10 cents. Note that 
the day's activity eventually unfolds into a neutral day (first 
hour's range extended to the upside as well as the downside) af¬ 
ter meeting a normal variation day objective. This observation is 
very meaningful in that it tells us something beyond the day 
structure is controlling price activity. This is the underlying 
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reason our entire methodology has evolved from day structure 
and a chronological database to a market activity database. Using 
the same point and shoot trading style (generating a trade off a 
single piece of information or trading tool), this same parallel day 
strategy on May 24 versus May 23 would have you looking for a 
similar 80-cent range. When the market breaks 80 cents from the 
day's highs of 43.26 down to 42.46, a buy signal would have been 
triggered. The market stopped near that price momentarily 
(42.42) during the D period and then liquidated another 35 cents. 

Continuing with Figure 11-3 and applying the strategy of 
trading parallel activity, the strategy works when using the 
$1.20 range on May 24 as our proxy for the days range on May 28. 
On May 28, you would be buying American Express at the par¬ 
allel day objective of 41.40. Going into the close, the market is 
trading at 41.65; at that point we have two choices: hold the po¬ 
sition overnight or take a 25-cent profit. Realizing that the mar¬ 
ket is in development, the decision should be simple: hold. 

When the market is in the development mode, the auction 
process will be to trade to a price too high to shut off the buying 
and then trade to a price too low to shut off the selling. Once the 
market has set the high and low boundaries, it will trade within 
that range until it reaches full maturity and then it can move 
vertically again. By holding the long position generated on May 
28 at the price of 41.40 and using the $1.20 parallel day mea¬ 
surement parameter, we would be tacking that $1.20 to the low 
of the day's range of 41.44, which would give us a measuring ob¬ 
jective of 42.64 on May 29. Getting out of the long and reversing 
to go short at 42.64 would be a good strategy because the market 
continues to show all the hallmarks of development. 

In this example, we focused on trading day stmcture with 
the concept of parallel activity. Applying or looking for parallel 
activity in any chronological database has merit. It is a good 
practice to slow down the database and apply this same ap¬ 
proach to weekly, monthly, or longer time frame activity. 
When applying this approach to weekly activity, we need to be 
a bit less exact in our measurements because the extended du¬ 
ration brings in additional stability that may dampen the mag¬ 
nitude of the third standard deviation and not allow for the ex¬ 
act prices to be met. 
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Trading Day Structure 

The next strategy to be covered was used in the early days of 
Market Profile as a stand-alone strategy. Over time, this strategy 
has evolved to something that in most cases is used in conjunc¬ 
tion with other tools. The strategy I am referring to is trading day 
structure. In the early to mid 1980s, when the Market Profile 
was first introduced, traders would do nothing more than go 
with any extension beyond the first hour's range, and there was 
a very good chance one of the supplemental range parameters of 
normal, normal variation, or trend day would ensue. The pri¬ 
mary reason this strategy worked in the 1980s was because most 
of the participants were day traders, and therefore, it became al¬ 
most a self-fulfilling prophecy. However, as time passed and 
other longer-term participants came into the picture, this go 
with strategy of trading day structure no longer worked. It be¬ 
came more difficult for day traders to push the market out of line 
and reach supplemental range parameters because longer-term 
players were always there to keep the market in line. Currently, 
I use day structure to manage existing positions; however, I sel¬ 
dom initiate positions with day structure (with the exception of 
trend days and neutral days). 

Figure 11-4 is a Market Profile display of a stock traded on 
the London Stock Exchange (LSE) by the name of Electrocompo¬ 
nents PLC. The one-dimensionality (trending-type activity) or 
environment in which day time frame participants overwhelm 
the market is evident from a day perspective and thus very trad¬ 
able from an objective standpoint. To refresh your memory, a 
nonrotational market and a close within 10 percent of the verti¬ 
cal extreme (high or low) characterize a trend day. By nonrota¬ 
tion, we mean unchanged to higher highs and higher lows for a 
trend day up and unchanged to lower lows and lower highs for a 
trend day down. This pattern may be broken once or at most 
twice within the day and still maintain some type of trend day. 
The strategy here is very simple: make the trade with the trend 
using 2 half-hour countertrend rotations as the signal that the 
market is moving from directional to stopping. Looking at Fig¬ 
ure 11-4, which is a trend day down in Electrocomponents PLC, 
you should be looking to sell with the trend. If, within the day, 
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Figure 11-4 Electrocomponents PLC. 
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you see more than 2 half-hour up rotations, assume the market 
has lost the strong selling momentum, and thus get out of your 
short position. If you are involved with this type of trade, always 
exit by the close of a trend day because there is some 90 percent 
chance the market will trade sideways or reverse that day's price 
activity the next day. Figure 11-5 is a daily Market Profile dis¬ 
play of the September Treasury bonds. Note that 3 of the 4 days 
displayed are trend days (the profile on May 9 is a neutral day). 
On May 8, we see a trend day down with the standard character¬ 
istics (nonrotational, close near the extreme). Based on our un¬ 
derstanding of trend-type profiles, we would be looking for May 
9 to be a sideways to up day. The neutral day pattern of that day 
would fall within that category. On May 10, we see a trend day 
up with one countertrend half-hour rotation and a close on the 
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high of the day. Expecting stopping or reversing activity the fol¬ 
lowing day would have us selling the close on May 10 or execut¬ 
ing one of my favorite strategies of selling slightly out of the 
money calls. Premiums would be pumped up, and barring a gap 
higher open, selling volatility would be money in the bank. 

The type of day structure I trade most aggressively because it 
gives very specific entry, exit, and stop levels is the neutral day. 
As opposed to the trend day, which features one-dimensionality 
and day time frame participants overwhelming the market, the 
neutral day features the opposite extreme—longer time frame 
participants are active and the market is random or developing. 
Trading for neutral structure can be anticipatory or totally ob¬ 
jective, depending on how aggressive you wish to be. For in¬ 
stance, all markets have certain idiosyncrasies that can be 
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Figure 11-5 September Treasury bonds. 
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learned over time through observation. I have noticed that if a 
market is going to unfold into a neutral day, the expansion above 
or below the day's first hour of activity typically will not exceed 
"x" number of ticks. In the Treasury bond, I have noticed that 4 
ticks is the outer boundary of expansion that one can lean 
against with some degree of reliability. If I come into the day and 
my read of the market is development, I may look to fade the 
first four-tick expansion above or below the first hour's range. 
On the first profile, dated April 10 in Figure 11-6, you can see 
that the C period took out the low of the initial balance (99.03) 
by exactly four ticks. The day trading participants have extended 
the market directionally; now it is time for the longer-term par¬ 
ticipants to step in, capping off the market as price becomes 
stuck in development. Assuming the longer-term participant 
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Figure 11-6 September Treasury bonds. 
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can overwhelm the shorter-term, the expansion beyond the first 
hour's range will fail and “suck" back into the day's develop¬ 
ment. In fact, what typically happens is that the price probe that 
fails encourages day time frame participants to enter when an 
excess is in place and they feel the market may be poised for a 
vertical move in the other direction. Lo and behold, the market 
does probe the other end of the first hour's range, expands the 
range by approximately the same number of ticks as the first ex¬ 
pansion, only to find the longer-term participant again limiting 
the price probe. This is what I call a symmetrical neutral day, 
equidistant price probes on either side of the first hour's range, 
with an eventual close near the middle of the day's range as both 
short-term buyers and sellers have used all their bullets and opt 
for returning to play the game tomorrow. 

The leftmost profile in Figure 11-6 displays two of the three 
characteristics I mentioned. There was a four-tick extension be¬ 
yond the first hour's low, which should be bought at 98.31/99.00 
with an initial objective of a four-tick expansion above the first 
hour's high of 99.14. Looking to exit the long at that symmetri¬ 
cal neutral day objective of 99.18 did see further expansion to the 
upside by some three ticks and then a trade back down and close 
near the middle of the day's range. 

As you can see, any order in which you enter in this strategy, 
(anticipating first failure due to idiosyncrasies of underlying), ob¬ 
jectively trading second expansion based on degree of first, and 
looking for a trade back to the middle of the day's range at a min¬ 
imum are all clearly defined levels that can be defended quite ob¬ 
jectively with the use of a stop. 

As with parallel days, neutral days indicate some type of bal¬ 
ance in the market. Looking for balance can be expanded beyond 
daily to weekly activity at a minimum. When looking for neutral 
activity from a weekly perspective, I use the Monday/Tuesday 
range as the initial balance and the rest of the week to measure ex¬ 
pansions beyond that range. To gain an understanding of how to 
look at structure from a weekly perspective, look at Figure 11-7, 
which displays 1 week's activity in the first five profiles for the 
stock AOL. The first two profiles, which are Monday and Tuesday 
of the week, have a range of 17.10 up to 18.12. The subsequent price 
activity pushes higher on Wednesday and Thursday (third and 
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Figure 11-7 AOL Time Warner. 
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fourth profiles of the display) up to the price of 18.48. The market 
then fails the second half of the day on Thursday (5/9) and contin¬ 
ues lower on Friday (5/10), taking out the Monday/Tuesday lows 
by some 20 cents. This was not a perfectly symmetrical neutral 
week because the high of the weekly initial balance was taken out 
by about 40 cents and the lows by only 20 cents. However, seeing 
the market fail back through the highs of the week, shorts would 
have been given some type of measuring objective to shoot for. 


Auction Points and Single Prints 

The next three groups of activity we focus on are a function of 
other time frame participants' involvement in the auction pro- 
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cess. The output or price levels generated are very objective and 
easy to interpret. The three groups are (1) auction points from 
range extensions, (2) auction points from failed range extensions, 
and (3) single prints. To refresh your memory, an auction point 
is a function of longer-term participants entering the market and 
expanding the range beyond the initial balance (first hour) range. 
It is called an auction point because that is the level at which 
participants must step up to the plate. Subsequent price activity 
and the daily close have meaning within the confines of a 
chronological database. A confirmed auction point is when the 
closing price is outside the initial balance range (prices closing 
above the auction point to the upside or prices closing below the 
auction point to the downside). This type of price activity and 
close confirms that the longer-term participants who created 
this phenomenon of trading outside the first hour's range (thus 
creating an auction point) are seeing their perspective validated. 

The flip side of this trade would be a failed range extension. 
Everything remains the same as far as setting up the initial bal¬ 
ance and having the longer-term participants entering the mar¬ 
ket with a bias and moving prices in that direction, creating an 
auction point. The auction point to the upside is the specific 
price one tick above the first hour's high, and the auction point 
to the downside is the specific price one tick below the first 
hour's low. The word failed in failed range extension comes 
into play when the close does not confirm the auction point. 
For instance, a close below the auction point to the upside or a 
close above the auction point to the downside is considered a 
failed range extension. The buying above or selling below did 
not hold. 

What are the implications of either type range extension? 
The specific auction point price should be seen as a level of sup¬ 
port or resistance for later trade. Logic tells us that if participants 
moved prices outside the first hour's range and they were re¬ 
warded, that level will be noted and they will trade that price 
again if the opportunity arises. Conversely, if longer-term par¬ 
ticipants move prices outside the first hour's range and prices 
fail, the longer-term participant initiating this momentum trade 
has been burned and next time he or she sees these prices, he or 
she will more than likely play fade instead of go with. 
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Let us look at a few examples to illustrate this point. Figure 
11-8 is a daily Market Profile display of the October live cattle. Let 
us focus on the profiles for June 3 and 5 (dates along bottom of 
screen) to show how to trade failed range extensions. The thin ver¬ 
tical line to the left of the daily profile represents the initial bal¬ 
ance range (first hour's trade). On June 3, you can see that partici¬ 
pants pushed prices above the first hour's high, creating an auction 
point to the upside at the price of 6550 during "E" period. The clos¬ 
ing price for that day, which is denoted by the small triangle to the 
right of the day's profile, is 6520. Closing below the auction point 
of 6550 means we have a failed range extension at the price of 6550 
and that price should be referenced as a sell level when the oppor¬ 
tunity arises. The following day (6/4) the market opened near this 
price and sold off 2 cents over the next 2 trading days. 
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Figure 11-8 October live cattle. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by CQG. 












Anatomy of a Trade 


171 


Looking at Figure 11-8 again, we have another failed range 
extension day on June 5. The auction point to the downside was 
6360 and the market closed at 6390. Initiating sellers got burned 
with the momentum trade that day, so at the next opportunity 
to trade that price, they will flip their trading card over and at¬ 
tempt to buy 6360. On the following day (6/6), 6360 was the low 
of the day, and within 4 days, the market was 1.5 cents higher. 
One thing I have noticed about failed range extensions is their 
propensity to occur near tops and bottoms of market develop¬ 
ment. If you think about it, that makes total sense because the 
longer-term participant is trying to move prices away from the 
day structure and a longer-term structure, and if he or she fails, 
you have both a daily and a longer-term failure. I recommend ap¬ 
plying this strategy to weekly analysis with Monday/Tuesday 
representing the initial balance and watching the Friday close to 
give a perspective as to confirmation or failure. 

Now let us go over an example of a held range extension to 
help solidify the concept. Figure 11-9 is a daily Market Profile 
display of Philip Morris generated from Capital Flow 3.76. Focus 
on the leftmost profile with the horizontal line through the pro¬ 
file at the price of 53.85. The line and corresponding price indi¬ 
cate the auction point to the upside (took out the high of the ini¬ 
tial balance) for June 16. The closing price is not denoted on this 
display; however, "N" is the last period of the day and the N pe¬ 
riod's range is 54.30 to 54.60—thus, the market closed above the 
auction point to the upside at 53.85. The following day, the mar¬ 
ket opened unchanged and sold off to the auction point up of 
53.85, traded through that price by a few cents, then bounced. 
Figure 11-10 is the same chart in daily bar chart form. Use the 
reference of the horizontal line that bisects the vertical bars on 
June 16 and 17 as your auction point of 53.85. From that point, 
the market rallies $4.00 (almost 8%) over the next 12 trading 
days. In the examples you have seen so far, the auction points 
have been tested rather quickly,- however, that is not always the 
case. At times, it may be weeks or longer before these points are 
tested; continue to trade these levels until they are violated and 
fail. 

Now to trading one of the most objective outputs of the mar¬ 
ket, single prints. Single prints within a profile are a form of mi- 
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Figure 11-9 Philip Morris with auction points denoted by horizontal line. 
Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 


nus development. By minus development we mean lacking de¬ 
velopment. Under normal market conditions, price activity falls 
into some type of normalized bell curve. The auction process of 
trading too high to shut off the buying and too low to shut off the 
selling serves the function of taking volatility out of the market. 
On average, once the volatility is removed, something happens 
(i.e., economic, fundamental, or technical event) that brings the 
volatility back. At times, the market deviates from this vertical, 
backing and filling, vertical phenomenon and we only see the 
vertical (backing and filling is skipped); at that point minus de¬ 
velopment is in place. Unopposed buying or selling (single 
prints) is what we call minus development. As you collapse 
more data together to create a longer time frame, you are essen- 
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tiallv removing the volatility or minus development. To illus¬ 
trate this point, we start by looking at a daily Market Profile dis- 
plav of the Dow futures contract traded on the CBOT. In Figure 
11-11, the single prints on the profile of June 28 have been refer¬ 
enced by the pair of horizontal lines originating from that day's 
profile. On the previous 2 days (6/23 and 24), the market was rel¬ 
atively contained, with the daily lows occurring at about the 
same price. In other words, the price probes lower were met by 
buying that caused the market to rotate up and maintain some 
degree of price control. On June 28, the market opened within 
the price control range of the previous 2 days, probed lower, and 
found no buying. The unopposed selling allowed for single prints 
to be created in the profile as the market price trended lower, 
causing a shift in value of the underlying instrument. The re¬ 
mainder of the day (some of which is not displayed) developed in 
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Figure 11-11 Dow futures on Chicago Board of Trade. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 

the lower quarter of the day's range. Owing to scaling issues, the 
next 2 days of price activity are not displayed. The following day 
(6/31) mounted a rally and attempted to trade up into the single 
prints where aggressive selling entered the market and quickly 
overwhelmed the buying. Owing to scaling, it is not evident that 
the single prints were violated by a few ticks then prices fell 
away. To help you appreciate the magnitude of the move that 
followed, we have displayed the Market Profile chart in a daily 
bar format. In Figure 11-12, the single prints have been refer¬ 
enced by a pair of horizontal lines originating from that day's 
price area. During the following three sessions, the market was 
able to probe the single print area on only one occasion (the third 
day) and quickly fell away. The muted probe into this area indi¬ 
cates underlying weakness in the Dow futures contract. Con- 
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ceptually, single prints should be looked at as market techni¬ 
cians view a gap in price activity, something that has been cre¬ 
ated and needs to he tested. The speed at which the area is tested 
and the magnitude of the retest give us some insight to the hand 
the participants are holding. The stronger or more confident 
hand will allow for a shallower retracement into the single 
prints,- a weaker or waning opinion will allow for a deeper re¬ 
tracement or filling of the single prints. In this case (Fig. 11-12), 
the subsequent price activity makes a muted attempt (only 
trades into single prints by a few ticks) at retracing into the sin¬ 
gle prints, telling us there is a great deal of underlying weakness 
in the market. This being the case, you might think the poten¬ 
tial sell off would be quick and large. Lo and behold, the sell off 
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originating from the single prints of 10,050 bottomed out at 
around 9200, equating to $8,500 profit on trading a one lot. 


Background Versus Foreground 

Needless to say, every setup is not as clear or profitable as this one 
but all are worth considering. By understanding the market dy¬ 
namics of equilibrium, disequilibrium, you are able to look at 
each individual scenario and ascertain the potential of each. 
When attempting to determine whether a market is in equilib¬ 
rium, you look at both foreground and background information to 
come to some consensus. The first generalization you can make 
is that the background dominates the foreground. Only when the 
background is in equilibrium can the foreground dominate. When 
both background and foreground are in equilibrium or both are 
featuring different biases, you have no opportunity. However, 
when the background and foreground line up, you have both time 
frames on your side, expecting a bigger vertical move. A logical 
question that might arise from this discussion is what is the back¬ 
ground and the foreground. The answer to this question lies with 
the user. The macro trader or specialist on the floor would have 
different definitions of background and foreground. In summary, 
trading single prints offers a great opportunity because it puts you 
on the outer edge of recognizing minus development. The shal¬ 
lower the retracement into single prints, the greater the probabil¬ 
ity of a larger vertical move away from this area. Risk should be 
managed to the other side of the single prints because taking away 
all the single prints would signal a market in equilibrium or price 
control, which is not what we are trading for. 


Creating a High Level of Trading 

What we have done to this point, is bring you up to speed in find¬ 
ing trade setups and managing those trades. This process has fea¬ 
tured singularity of focus, or singular inputs to generate a trade. 
What needs to be done to move you to a higher level of trading is 
move your thought process up a level or two. No longer do you 
want to incorporate point and shoot trading, but instead want to 
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use the basic programming language of if/then to create simple 
trading programs. This if/then approach can be seen as a filter to 
uplift your program to a higher level of output. This systematic 
approach should be applied in a dynamic fashion; as your trading 
knowledge and experience grows, you should be incorporating 
this newfound information into your program. In addition, mar¬ 
kets are always changing; therefore, what works today may not 
work tomorrow. 

Integrating information to create some type of system can be 
as broad-reaching as the user desires. Your program may be as 
simple as using the background information generated from a 
composite profile, finding minus development (single prints) 
within the structure, and narrowing your focus to the day struc¬ 
ture to locate an attractive price for order entry. Figure 11-13 
illustrates this type of setup. Note how we have combined many 
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Figure 11-13 Soybean meal with composite profiles built on April 11 and April 15. 
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days' worth of price activity to create larger profiles (composite 
profile). The left-most profile encompasses 2 or 3 days' worth of 
price activity and would be categorized as price control or bal¬ 
anced. The composite profile with the single prints embedded in 
the structure is showing a form of minus development. Visually 
the composite is a 3:2:1 to the upside, a precursor to further up¬ 
side probes. As the market breaks down toward the single prints, 
your radar should be up looking for some type of buy signal 
within the day structure. In Figure 11-13, the right-most profile 
features day structure conducive to buying. The reason I say this 
is because the previous day's profile is a trend day down, which 
is not good for follow through. Taking it one step further, let 
us look at Figure 11-14 in a one-tick scale. Note the right-most 
profile dated April 29, with the first hour's range (D and E peri- 
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Figure 11-14 Market Profile display of soybean meal with one tick scale. 
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Figure 11-15 Daily bar of soybean meal with buy signal generated from single prints and 
neutral day indicated by horizontal line. 

Provided by Steidlmayer Software Inc. 


ods] encompassing the total day's range less a tick either side of 
the first hour's range. The new high by a tick in the "H" period 
and a new low by a tick in the "J" period is by definition an old- 
fashioned symmetrical neutral day. This neutral day, or change 
day, trades halfway back into the single prints or minus devel¬ 
opment of the composite profile (referenced by the horizontal 
line). In summary, the background is positive, the foreground is 
projecting higher prices, pull the trigger, put on the trade. Figure 
11-15 displays the fruits of your labor. The horizontal line orig¬ 
inating from the large vertical bar is referencing the minus de¬ 
velopment (single prints) from the composite profile, the entry 
price for your trade. The ensuing price activity saw the market 
rally from 15.60 to approximately 17.00, a $1,400 profit on a 
one lot. 
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Moving to still a higher level of complexity, a system might 
include the third page 2 mark back (trend indicator), confirming 
directional arrow generated from the market activity display in 
Capflow32, and one-dimensionality within volume dollars con¬ 
firmed by holding the zero line. (These studies will be covered in 
Chapter 13.) 

As you can see, the system a trader creates is limited only by 
the tools at her or his disposal, her or his market understanding 
and personal creativity. Do be aware that the more filters you in¬ 
tegrate to create a system, the fewer signals will be generated. 
For instance, if you are using the filter of single prints as your 
trigger, you may find a trade a day. If you add the filter of volume 
dollars to confirm the direction, your trade frequency may fall to 
three trades per week. Adding still another filter of the third page 
2 mark back indicating trend with volume confirmation and mi¬ 
nus development generated by single prints, trade frequency 
may fall to one trade or fewer per week. 

Creating a more comprehensive signal will decrease trade 
frequency and hopefully improve your winning percentage as 
well as profits. Ideally, that should be the goal of any trading pro¬ 
gram. The downside to creating systems with decreased trade 
frequency is idle cash sitting in your trading account. To over¬ 
come this problem, I suggest overlaying your systematic ap¬ 
proach to a diversified portfolio of contracts. This should offer 
diversification as well as smooth out your equity curve. 



Chapter 12 


PROFILE OF THE SUCCESSFUL 

TRADER 


Trading is being young, imperfect, and human—not old, exact¬ 
ing, and scientific. It is not a set of techniques, but a commit¬ 
ment. You are to be an information processor. Not a swami. Not 
a guru. An information processor. 


Participating in the markets can only develop your trading 
skills. You need to become a part of the markets, to know the 
state of the markets at any given time, and most importantly, to 
know yourself. You need to be patient, confident, and mentally 
tough. 


Good traders offer no excuses, make no complaints. They 
live willingly with the vagaries of life and the markets. 


Start by becoming capital-safe, so that you can participate 
in the markets on an ongoing basis. Position yourself so that 
you cannot be knocked out of a market by a few setbacks. Con¬ 
tinuous involvement prepares you to take advantage of any 
good opportunity that arises. It also contributes to your self- 
confidence. It creates a safe environment in which you can ex¬ 
periment and leam, knowing that no experience will be a ca¬ 
reer-ending one. 
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As your trading experience grows, you will begin to gain a feel 
for the market that enables you to sense changes as they occur, 
not after. You will develop the ability to recognize opportunities 
rather than going after dreamed-up trades. You will learn to rec¬ 
ognize when you are wrong before your dollar position tells you 
so. And you will begin to see that, when you have exited a trade, 
it was usually the right thing to do. In other words, you will be¬ 
gin to experience trading. You become one with the market. 


Now it is time to further sharpen and refine your skills—to 
work to learn. Try to develop a sense of the price/value relation¬ 
ship underlying the trades you make. You will find that there are 
only three possible price/value relationships: at value, above 
value, or below value. If your trades are not buying prices above 
value and selling a prices below value, your trading circum¬ 
stances will be favorable,- the effect of your mistakes will be 
muted, and it will be relatively easy to recover from them. Mis¬ 
takes outside these parameters can be disastrous and career¬ 
ending. 


In the early stages of your trading career, pay attention not 
only to whether you should buy or sell but also to how you have 
executed your trading ideas. You will learn more from your 
trades this way. 


Never assume that the unreasonable or the unexpected can¬ 
not happen. It can. It does. It will. 


Remember, you can learn a lot about trading from your mis¬ 
takes. When you make a mistake—and you will—do not dwell 
on the negatives. Learn from the mistake and keep going. 


Never forget that markets are made up of people. Think con¬ 
stantly about what others are doing, what they might do in the 



Profile of the Successful Trader 


183 


current circumstances, or what they might do when those cir¬ 
cumstances change. Remember that, whenever you buy and 
hope to sell higher, the person you sell to will have to see the 
same opportunity at that higher price to be induced to buy. 


You will need a sound approach—one that allows you to win 
at trading. It is best to try to win on the grind. Plan on taking a 
small profit from a large number of trades, as well as a large 
profit from a small number of trades. 


Traders who lose follow one of several typical patterns. 
Some repeatedly suffer individual large losses that wipe out 
earlier gains or greatly increase a small loss. Others experience 
brief periods during which their trading wheels fall off: they 
lose discipline and control and make a series of bad trades as a 
result. 

Wise traders make many small trades, remain involved, and 
constantly maintain and sharpen their feel for the market. For all 
of their work, they hope to receive some profit, even if it is small 
in terms of dollars. In addition, continual participation allows 
them to sense and recognize the few real opportunities when 
they arise. These generate large rewards that make the effort of 
trading truly worthwhile. 


Do not use arbitrary "monetary stops" when exiting a 
trade. In other words, do not buy a stock at $40/share and arbi¬ 
trarily place a sell stop at $36 with the intent of risking a 10 
percent move in the underlying. Instead, you should study the 
trade setup and choose an exit price dictated by market activ¬ 
ity. For example, reading market activity may indicate the lo¬ 
cation of the exit price should be at $37.50 or possibly $32.00. 
You may be comfortable with a stop at $37.50, but you may 
wave off the trade with a stop at $32.00 because you cannot 
justify risking a 20 percent move in the stock. Simply stated, 
plan your trade before you execute. And trade your plan after 
you execute. 
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Now I would like to share a few more specific observations 
that have a high enough probability of reoccurring that you can 
almost consider them rules: 

1. If you find yourself holding a winning position, adding up 
your profits, and confidently projecting larger gains on the 
horizon, you are probably better off exiting the trade. The 
odds are that the trade has run its course. 

2. When entering a trade with a market order and your fill is 
clearly better than expected, odds are it will end up being a 
losing trade. Good fill, bad trade. Get out! 

3. If all your "trading buddies" agree with your expectations re¬ 
garding the next big move, it probably will not work out. If ev¬ 
eryone's conviction level is as strong as the consensus, do the 
opposite. 



Chapter 13 


TRADING, TECHNOLOGY, 
AND THE FUTURE 


In its most pure form, trading allows money to be made in two 
ways: via content and via access. Trading an opportunity versus 
getting the edge. Some would argue there is actually a third: hav¬ 
ing pockets deep enough to afford one the staying power to sit 
through adverse price movements until the idea finally wins out. 
This should not be seen as an option because there is always "a 
trade out there with your name on it" and if you approach the 
market from this perspective, "it will get you". 


Long-term Capital 

A great example of staying with a losing position and having it 
blow up in your face was the Long-term Capital debacle that 
took place during the fall of 1998. For those not familiar with the 
story, I provide a thumbnail sketch. Nobel Prize recipients join 
forces with Wall Street trading gurus, setting up a hedge fund to 
trade fixed income and foreign exchange markets. They develop 
proprietary models that incorporated interest rates, stock mar¬ 
ket levels, currency values, and pattern recognition (just to name 
a few) in an attempt to find trade opportunities. Based on these 
models, they placed bets on the market. For many years Long¬ 
term Capital did very well with their program, and it brought 
them a great deal of recognition and trading capital. They always 
seemed to outperform their benchmark, if for no other reason 
than they traded with greater leverage. Problem: trading with 
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leverage is a double-edged sword, it is great when you are right 
but can really hurt you if you are wrong. 

There is a saying, "don't turn a mistake into a problem"; in 
other words, do not attempt to manage bad trades into breakeven 
or winners, just get out and start fresh. You will expend all your 
energy and go through all kinds of mental gymnastics trying to 
break even. 

Long-term Capital did not practice this. Whether they be¬ 
lieved they were bigger than the market (their order flow could 
dictate direction), smarter than the market (they were right and 
everyone else was wrong) or just stubborn, I do not know. But the 
mismanagement of their portfolio almost brought down the fi¬ 
nancial infrastructure of the Western world. If it were not for 
Alan Greenspan and Robert Rubin spearheading a bailout of 
Long-term Capital by the financial community, the investment 
landscape as we know it today would be much different. Long¬ 
term Capital did not put themselves in a position to lose a battle 
but win a war—they tried to win the war at all costs. They did 
not control their risk. Whether you are a fund manager or indi¬ 
vidual trader/investor, some lessons should be learned from 
what transpired with Long-term Capital. 

Market Profile Display 

Let us get back to the focus of this chapter, which is the ways to 
make money trading. We said the two ways to make money are 
with content and with access. We define content as generating a 
trading idea. We define access as order routing and the fill. Up to 
this point, our entire focus has been on content, with Market 
Profile as our organizational tool. We have gone to great lengths 
to educate the reader on how to organize and read a Market Pro¬ 
file display. Understanding the display should put the reader in 
a position to make money and continue to grow. Grow through 
trading experiences and grow through ongoing education. From 
growth comes opportunity. An emerging market offers many 
more opportunities than a mature market. It offers less competi¬ 
tion, higher margins, and more upside. Contrast that with a ma¬ 
ture market that has more competition, tighter margins, and less 
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upside. From a philosophical standpoint, ask yourself these 
questions: on reaching a fork in the road, do you choose the road 
less traveled or do you prefer the clearly marked trail? The ex¬ 
plored or the unexplored? The known or the unknown? Gener¬ 
ally the more difficult, less secure option has a bigger payoff at 
the end. 

Thinking outside the box and staying ahead of the curve are 
how you succeed in a growth industry. The likes of Henry Ford, 
Bill Gates, and Michael Dell did not sit idly and watch compe¬ 
tition and technology pass them by. They forged ahead to im¬ 
prove and expand on their ideas. As the developers of Market 
Profile, we could have stayed where we were with the original 
methodology and fought to gain market share in a maturing 
market. Instead, we retooled ourselves. We opted to go the 
growth route. We have done this with the development of the 
Capital Flow software products. Figure 13-1 illustrates what I 
call the Market Profile flow chart pyramid, which gives a 



Figure 13—1 Market Profile flow chart pyramid. 
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chronological representation of the evolution we have gone 
through with the Market Profile. Every aspect of the develop¬ 
ment is not chronicled; we have chosen to list only the most 
salient points. Conceptually, the word pyramid seemed a logi¬ 
cal display to convey this idea. The base or foundation of the 
pyramid needs to be strong to support the massive weight of 
the structure. The base or foundation of our methodology is the 
bell curve, the building blocks of Market Profile. As we move 
from this stable base to the apex of the pyramid, computer pro¬ 
cessing and technology become more integrated into the pro¬ 
cess. Our philosophy has always been to keep forging ahead, to 
utilize our intellectual capital. The result of these efforts is the 
Market Profile flow chart pyramid. 

Now let us go to work explaining the diagram. At the base 
are the raw price data generated at the exchange level. Price data 
are internal to the market, a byproduct of participant trading, a 
commodity. In their raw form, price data have limited value; 
processed, their value is greatly increased. We call this the uplift 
process and you see it all around you. Processed wheat becomes 
bread and processed mold becomes penicillin. We have a saying, 
"make price the messenger, not the message." Price is an "un¬ 
finished good"; it needs to be processed to make it more "palat¬ 
able," more valuable. 

The Market Profile display is our answer to processed data 
for the trading community. Figure 13-2 is a daily Market Profile 
display of March copper. The screen display has been com¬ 
pressed to show more data. The Market Profile display takes raw 
price data from any stock or commodity exchange and puts them 
into an easily readable value-added format for the end-user. As a 
trader, you move away from being a "tape reader" to using an or¬ 
ganizational tool to help interpret price activity. Not to say tape 
readers have not been successful—Jesse Livermore is one of the 
most famous—but we need to integrate the latest technology 
and ideas to improve our system. Just because something works 
does not mean you cannot make it better. Thus, the second tier 
of our pyramid, the Market Profile display, is an organizational 
tool we have developed that lets the user create a two-dimen¬ 
sional (vertical and horizontal) database. 
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Figure 15-2 Daily Market Profile display of March copper. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
.All Rights Reserved. Provided by Steidlmaver Software Inc. 


Market Time 

The limiting factor of the Market Profile was the segmentation 
process that created a chronological profile. Early on, this limita¬ 
tion did not exist because most trading was confined to a single 
day ; participants would square up at the end of the day and start 
the whole process over again the next day. However with the ad¬ 
vent of funds and 24-hour markets, we needed to find ways to or¬ 
ganize data beyond the industry standard, which is a chronologi¬ 
cal format. From that realization came Steidlmayer Softwares' 
first product, Capital Flow 3.7. Within this platform, the user has 
the ability to create what we call a market time database. Figure 
13-3 shows the same information as in Figure 13-2 but in a dif- 
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Figure 13-3 Market time database display of March copper. 

Copyright © 1984 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile, Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmayer Software Inc. 


ferent format. We combine the sideways days to make a longer 
duration 3:1:3, which is segmented from the existing distribution 
(3:2:1 up) when the market finally makes up its mind to rally. The 
standard Market Profile (see Fig. 13-2) is superior to any other 
type of display available in the industry, yet it still has its limita¬ 
tions in that it organizes data in a chronological format (daily 
Market Profile). Moving the organization and display to a market 
time database (see Fig. 13-3) gives the user an entirely different 
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perspective of the market, one that is reflective of market move¬ 
ment as opposed to one that is a function of some arbitrary time 
interval. A chronological profile is dynamic in that both the hor¬ 
izontal and the vertical dimensions can grow. However, it has an 
arbitrary shutoff point (the close) that doesn't allow for the "en¬ 
tire picture" to be painted. The creation of a market time database 
allows for the entire picture to be painted and signed before the 
artist starts the next work. This picture or event is dependent on 
where the user begins the structure, which is a function of her or 
his time frame and understanding of the markets. From a chart¬ 
ing standpoint, the events (price movement) represent the four 
steps of market activity discussed in Chapter 6. What constitutes 
an event is a function of the time frame the participant is moni¬ 
toring. A relatively insignificant event (price movement) will ap¬ 
pear on the radar screen of someone trading a short-term time 
frame,- however, the same price movement is nothing more than 
noise for the longer-time frame participant. Thus, segmenting a 
daily profile into something less than a daily or combining daily 
profiles to create a composite profile is a function of the time 
frame the user is trading. Of course, there are times you realize 
your "picture" is actually part of a much larger "mural" or that 
you could have painted a clearer picture,- however, this comes 
with time if you apply yourself. 


Auto Splitter 

The single greatest limitation to working the data manually 
(looking at each individual contract and telling the computer 
where to segment) is time, the one thing none of us seem to have 
enough of. To address this need, we had the first major upgrade 
to the software, which was the patented auto splitter. Figure 
13-4 contains the same data as displayed in the previous two 
charts (March copper over 6 or 7 days), but it is segmented with 
the auto splitter. Along the bottom of the page, the dates are du¬ 
plicated, meaning each daily profile is segmented into many 
smaller profiles. The number of times within the day the profile 
is segmented varies and is a function of the horizontal/vertical 
relationship of the given instrument and how the algorithm is 
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Figure 1 3-4 Auto splitter display of March copper. 

Copyright © 198-4 Chicago Board of Trade. All Rights Reserved. CBOT Market Profile, Market 
Profile. Liquidity Data Bank, and LDB are registered trademarks of the Chicago Board of Trade. 
All Rights Reserved. Provided by Steidlmaver Software Inc. 


set. This moved the segmentation process out of the hands of the 
user and into the computer, via an algorithm. A trader was fi¬ 
nally able to get around the horn (look at multiple markets in a 
timely fashion). 

At about the same time we created the auto splitter func¬ 
tionality, we shifted our visual presentation model to a fore¬ 
ground-, background-type display. When generating a trading 
idea, you want to look at dissimilar information that generates 
similar output and that should serve as confirmation of an op¬ 
portunity. This is accomplished by looking at different time 
frames. Earlier, we defined the minimum trend as the smallest 
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working part of the market. It is a mini-distribution, micro 3:2:1 
structure, kind of like a high-resolution TV, giving you a very 
clear picture of the market. We call this short-term perspective 
the foreground. Using the same auto splitter technology with a 
different algorithm, we are able to create larger profiles. The con¬ 
cept of looking for distributions is the same as before, the only 
difference is we are looking for "larger" distributions. We call 
this our background perspective. Those familiar with current 
Market Profile vernacular would know this as page2 informa¬ 
tion. Maintaining the continuity of our example, Figure 13-5 
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again is the March copper contract. The main difference of this 
page2 display is that we are combining days to create a larger pro¬ 
file as opposed to segmenting a daily profile into smaller units. 


Focused Output 

To avoid the need to jump back and forth between pages, we su¬ 
perimposed the relevant information from the background page 
(page2) over the foreground page to create focused output. Figure 
13-6 displays the focused output of the March copper contract. 
The vertical lines with the little black boxes attached are the 7 
days of price activity segmented into their smallest working part 
via the auto splitter. The little black boxes are called the control 
price for the unit; they signify the anchor for the unit they are at¬ 
tached to or, more importantly, the starting point of the follow- 
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Figure 13-6 March copper contract with background/foreground display. 
Provided by Steidlmayer Software Inc. 
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ing unit's distribution or micro money flow. The two larger, 
lighter-colored boxes are the control prices for the two macro 
profiles we built and displayed as Figure 13-5. The interpretation 
of the larger boxes (page2 marks) is the same as the control price, 
which is the anchor for the developed profile and the distribu¬ 
tion point for the new price activity. Our unique database of 
market time information is what sets us apart from the rest of 
the industry. We are not trading a daily bar only to realize we 
should be trading the weekly perspective or trading the hourly 
only to realize we should be trading the 30-minute. No, first of 
all this is chronological, external information that randomly 
overlays a subjective time interval. Instead, we are creating a 
market time database that communicates what is going on in 
the market place. 


Proprietary Studies 

Not only is our database unique but the studies that overlay it are 
also unique to the industry. There are pipe studies that "com¬ 
press" data and allow for more information to be displayed in a 
limited amount of space. There are design management ratio 
(DMR) studies that project stopping levels based on handicapping 
initial price movement. Figure 13-7 is a Steidlmayer bar chart of 
Intel Corporation with a DMR overlay. Note the large box and 
the smaller box in its lower left-hand comer. There are also two 
numbers above the upper left-hand corner of the larger and 
smaller boxes. The DMR projects price probes as potential stop¬ 
ping areas (in four steps of market activity) based on a handicap¬ 
ping formula generated from the first two units of price activity 
coming out of some price control zone. In the lower left-hand cor¬ 
ner of the large box, the smaller box encapsulates two units with 
a set of numbers above it. The lower number of the two repre¬ 
sents an actual ratio based on the horizontal/vertical relationship 
of the two bars. The upper number of the set is the result of a for¬ 
mula developed to help handicap the price burst out of price con¬ 
trol. As we continue to recalculate this study and new price data 
come into the database, the actual ratio and handicapped ratio 
numbers begin to converge until they reach a point in time when 
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Figure 13-7 Steidlmayer bar chart of Intel Corporation with a design management ratio 
(DMR). 

Provided by Steidlmayer Software Inc. 


they are equal to or within 10 percent of each other. When these 
numbers reach this point of convergence, the market is telling us 
the distribution phase should be moving to the stopping and de¬ 
velopment phase of the four steps of Market Activity. Signaling 
the stopping could be a function of the vertical expanding, the 
horizontal growing, or a combination of the two. Most impor¬ 
tantly, we are not trying to predict the future, but to process data 
based on the vertical/horizontal relationship in an attempt to de¬ 
termine when the market may be moving to the stopping phase. 
In our example, we started with an actual ratio of 11 and a hand¬ 
icapped ratio of 24. We added more data until the actual ratio be¬ 
came 23 and the handicapped or DMR became 22. At that point 
when the two numbers converge, the market should at least take 
a breath and trade sideways or possibly reverse the directional 
move being measured. 
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There are compression studies which display the first or first 
and second standard deviations of a defined amount of data. Fig¬ 
ure 13-8 displays a compression study overlaying a defined 
amount of data for the March Canadian dollar futures contract. If 
this bar chart were displayed in a profile format, it would be some 
form of a 3:2:1 up with the preponderance of time/price opportu¬ 
nities jTPOs) (letters) in the upper third of the unit's range. The 
relevant information for the compression study is displayed 
above the compression box in the left-hand corner. For this ex¬ 
ample, we have chosen to display a compression study of 68 per¬ 
cent of the TPO data. Whenever you see any form of a 3:2:1, the 
first standard deviation or 68 percent of the data should be the se¬ 
lected option. Whenever you see a 3:1:3 structure, locate the first 
and second standard deviations or select 95 percent of the data. 
Looking at Figure 13-8, you can see that 68 percent of the data 
over this sample is displayed as the shaded area within the box. 



Figure 13-8 March Canadian dollar futures contract with compression study overlay. 
Provided by Steidlmayer Software Inc. 
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In addition, there are three numbers below the compression study 
percentage—those numbers being 199/43/21 %. The first number 
(199) represents the number of half-hour bars over the sample. 
The middle number (43) records the number of times the mode 
(event with highest frequency of recurrence) traded over the sam¬ 
ple. The percentage number (21 %) indicates the percentage of the 
mode (43) relative to the total sample (199). In other words, the 
mode traded in 21 % of the 199 bars, or 43 bars in total. The com¬ 
pression studies are useful in defining where value is for a struc¬ 
ture. The 68 percent compression is displaying the stopping and 
development areas in the four steps of market activity. Finding a 
3:1:3 structure and setting a 95 percent compression study will 
show the outer boundaries of price control for an efficient mar¬ 
ket. If you believe the market is going to remain efficient or con¬ 
tained within the existing development, you can buy toward the 
bottom of the compression and sell toward the top of the com¬ 
pression. 


Lonesome Dove/Other Studies 

The lonesome dove calculation is similar to that of the strange at¬ 
tractor, which you may have read about in chaos theory. The con¬ 
cept being that short-term, the market moves away from it; 
longer-term, it gravitates back toward it. Vertical ratio studies 
measure momentum. Horizontal ratio studies assist the user in 
determining where current development falls within the four 
steps of market activity. By no means is this list meant to be ex¬ 
haustive,- its sole purpose is to give the reader a taste for what is 
available in the system. These proprietary studies to Capital Flow 
software all have one thing in common—they use the processing 
power of the computer. In fact, all the applications toward the top 
of the Market Profile flow chart pyramid possess this trait. 


Product Creation 


Moving further up the Market Profile flow chart pyramid, we 
come to product creation. Product creation is a function of using 
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Market Profile*, which is available in Capflow32 and other 
third-party vendors. Market Profile* applies the uplift process to 
the original Market Profile, utilizing the segmentation algo¬ 
rithm described earlier, and combines contracts that have no 
economic relationship to create a traded instrument that we call 
a product. 

Trading at its core is confrontational but product creation is 
usage,- thus, the benefit of trading a product over a contract. By 
confrontational, we mean there is a winner for every loser (this 
has been described as the zero sum game in game theory). This 
can be true only when participants are trading the same time 
frame and trading nothing else against that position. In the real 
world, participants are trading different time frames, which is 
why the process of trading is not self-defeating. When combining 
different underlying contracts to make a product, the traders' 
goal is to create cash flow. This product mix could be a combi¬ 
nation of long and short positions in unrelated instruments. The 
mix could include any stock or commodity that has liquidity. 
Figure 13-9 is a screen display from Capflow32 of a created prod¬ 
uct whose components are the 5-year note, mini Standard and 
Poor (S&P), Euro currency, soybeans, and IBM stock. On the con¬ 
tract line are a listing of the components, their weighting, and di¬ 
rectional bias (long or short). Once you input this information, a 
Market Profile display can be created for the product. Each pro¬ 
file in the display is predominantly black with patches of color 
in some profiles. The black in the profile represents the standard 
or normal range of prices for the composite or product that has 
been created. When creating the product, each component is as¬ 
signed a color, and when a component moves beyond its norm, 
the part of the profile representing the aberration is color-coded 
for the component creating that volatility. Because we are not 
using color examples, it is hard to tell which component is in¬ 
fluencing price movement beyond the norm; but if you look 
closely, you can see shades of gray in some profiles. If we had a 
color display, we could see specifically which component 
(5-year, mini S&P, Euro currency, soy beans, or IBM) was influenc¬ 
ing price movement beyond the norm, causing the shade of gray. 

Once again, the purpose for creating a product is to generate 
cash flow. We have accomplished our goal in the example be- 
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Figure 13-9 Five-year note, Mini Standard and Poor, Euro currency, soybeans, and IBM 
stock combined to make a product. 

Provided by Steidlmayer Software Inc. 


cause the right-most profile (most recent) is at a higher price 
than the left-most profile (oldest). In other words, the net cash 
flow of being long the 5-year at 25 percent, short the Euro cur¬ 
rency at 20 percent, short the mini S&P at 10 percent, short the 
soybeans at 20 percent, and long IBM at 25 percent generated 
positive cash flow of 2780. This information is displayed at the 
bottom of the screen along with the performance of each indi¬ 
vidual leg of the product. 

By combining these different instruments, you are bringing 
the portfolio effect into play. Creating the diversification all in¬ 
vestment advisors advocate. Once the product stops generating 
positive cash flow, the trader has two options: tweak the mix (get 
out of the contract that is negatively affecting cash flow and into 
another) or liquidate the trade and start over. In this example, 
you can see the components 7 performance at the bottom of the 
page. You may want to tweak the mix by dropping the biggest 
loser (long IBM is down 621), or you may feel that the strongest 
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component has run its course (short Euro currency is up 2487), 
so you dump it and add something else. Another option is to 
dump the product entirely and create a new one. 


Capflow32 

Referencing back to our pyramid, the height of complexity from 
a processed trade standpoint lies in the signal generation capabil¬ 
ities of Capflow32. This processing revolution that has taken 
place over the last 10 years is totally mind-boggling. It is like mor¬ 
phing forward in time from the ice age to the 20th century. Not 
too long ago, programs were run on punched cards and main¬ 
frames. Today, you have more processing power on your desktop 
than you had in a room full of computers 20 years ago. With this 
added processing power, we are able to generate signals that are a 
totally objective read of market activity. From the segmentation 
algorithm, which is a user-defined parameter, to the combining 
of indicators that generate the trade signal, users are in the "cock¬ 
pit" creating a system unique to themselves—their own black 
box. The system could be price-based, volume-based, or a combi¬ 
nation of the two. Profiles can be coded based on the degree of hor¬ 
izontal to create Market Activity Units and their byproduct of di¬ 
rectional arrows. Figure 13-10 is a market activity display of 
AT&T with the system-generated directional arrow displayed. 
The arrow is derived from the coding of the Market Profiles as ex¬ 
treme price control, price control, non-price control, or trending 
and the sequencing of the profiles. To simplify the display, we as¬ 
sign blue, green, and red balls to the extreme price control, price 
control, and non-price control profiles, respectively; and a verti¬ 
cal line to the trending profiles. In this example based on the cod¬ 
ing and sequencing, the system generated a sell signal on January 
15 at the price of 18.75. In just over a month's time, the stock was 
trading at 14.25, a 25 percent break. 

Other applications or studies available in Capflow32 include 
longevity dates, which are calculated to show the duration of 
any directional move. The Helix can be used to assist in inter¬ 
preting any of the bias information (strong buying, strong selling, 
weak buying, weak selling) relative to the trend indicator of the 
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Figure 13-10 Market activity display of AT&T with directional arrow. 
Provided by Steidlmayer Software Inc. 


third page2 mark back. Moving onto volume, any of the volume 
studies covered in Chapter 7 can be built into a system and 
traded. Volume is the "footprint" the market leaves in its wake; 
picking up on heavy volume, light volume, and volume excesses 
communicates a great deal of information to the trader. Once 
again, this short list of applications is not meant to be exhaus¬ 
tive; its purpose is to give the reader a flavor of what is available 
and can be automated in Capflow32. 

Remember the two ways to make money in trading are rec¬ 
ognizing opportunities and getting the edge. Up to this point, our 
entire focus has been on understanding and applying the Market 
Profile methodology to finding trading opportunities. It is a nec¬ 
essary process one needs to go through to become successful. 
You need to go to school and pay your tuition and study your 
lessons before you can go out into the real world and attempt to 
make a living. 

The second way to make money in trading is a bit more 
straightforward, is more interactive, and has a shorter learning 
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curve. It is a function of using the latest technology and best 
product. This is the model used by a well-known options trading 
group to make Chicago synonymous with options and put the 
city on the trading map. Their name was Chicago Research and 
Trading (CRT). They attempted to be part of every trade with 
their cutting edge technology and traders populating every pit 
(access). They were looking for the edge. They were creating a 
low-margin business, the grocery store model of high-volume, 
low-markup. They were the first to commit to this model in 
such a grand scale, and as in anything in life, it pays to be first 
with a good idea. 


What is Access? 

Access means different things to different people. At its core, it 
is getting an order to the exchange. This can be accomplished by 
talking to your broker, being on the floor, or using electronic or¬ 
der entry. In the investment world, technology has probably af¬ 
fected access more than any other facet of the business. 

This revolution has taken place over the last 10 years and 
really came to a head over the past 2 years. Let us use the access 
flow chart pyramid in Figure 13-11 to illustrate this point. 

At the base of the pyramid, we see raw price data at the ex¬ 
change level followed by connectivity to exchange. Earlier, we 
listed raw price data and the broadcast of that information as a 
commodity just as electronic access would have been considered 
a commodity early in its existence. By saying electronic access is 
a commodity I mean all front-end providers offered essentially 
the same utility with the same limitations. In the access flow 
chart pyramid, the next level is "price display on front-end." 
This price display, which we call the first generation of elec¬ 
tronic order entry, was keyboard-driven, clumsy, and unique to 
each exchange. The next generation brought front-end providers 
that accessed multiple exchanges with point and click technol¬ 
ogy. During the time of commoditization of order routing, the 
only thing that set the order routing firms apart was their logo 
on the splash screen. However, during the last 2 years, these 
providers have attempted to differentiate themselves by offering 
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Figure 13-11 Access flow chart pyramid. 


different bells and whistles, creating the "x" generation of elec¬ 
tronic order routing. 

Looking at front-end providers, the common denominators to 
use for comparison purposes are speed of access and reliability. 
How long does it take to get an order from your desktop to the ex¬ 
change? How much downtime does the system experience? In re¬ 
ality, speed is a function of the desktop layout, coding, technology, 
and routing. A person looking intently at the order routing screen 
takes between 80 and 130 milliseconds to react to price change, 
volume info, news blips, and so on. The big attraction to trade elec¬ 
tronic exchanges lies in the level playing field offered to all partic¬ 
ipants. By that I mean once the order reaches the exchange, it is 
processed and queued by the standard accounting practice of fifo 
(first in, first out). It does not matter who you are or who you know, 
if your order is first to the exchange you will get filled first. There¬ 
fore, if a trader hesitates for an instance because she or he is not 
confident, her or his mouse is positioned over the correct price, 
volume numbers need to be accumulated, or she or he needs to fo- 
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cus on another screen to get some relevant information, the trade 
could be gone or the trade price could be significantly different. 

MD_Trader 

Trading Technologies' (TT's) X_TRADER® with the MD_Trader™ 
display presents prices with accumulated volume traded at 
a price in a patent pending static vertical price display. 
(X_TRADER® is a registered trademark and MD_Trader™ is a 
trademark of Trading Technologies International, Inc., of 
Chicago, Illinois). In the display, consecutive prices in a price ar¬ 
ray are displayed in a static vertical format, with changing bids 
and offers denoted in columns to the left and right, respectively, 
of the static vertical price column. Figure 13-12 is an 



Figure 15-12 MDJTrader™ display of the Mini Nasdaq. 
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MD_Trader™ display of the Mini Nasdaq. On the left-most side 
of the display are the components needed to enter trade size, ac¬ 
count number, and other relevant information. In the next col¬ 
umn to the right, all your working orders are denoted. Farther to 
the right is the price array for the underlying instrument with 
the book (existing bids below and offers above). The last column 
lists the price and quantity for the last trade. This superior for¬ 
mat—and we know it is superior because all the competitors are 
attempting to copy it—has a consolidation feature that allows 
for more or fewer prices to be displayed in the MD_Trader™ dis¬ 
play. This feature comes in handy during periods of extreme 
volatility (e.g., release of economic numbers, news events). 
Combining all these features elevates your confidence level in 
responding and clicking the price you want to be trading. An¬ 
other feature of the MD_Trader™ is center clicking, which posi¬ 
tions the currently traded price to the center of the MD_Trader™ 
display window. Therefore, from a pure speed perspective, TT's 
X_TRADER® front end with the MD_Trader™ display provides 
what you are looking for, the fastest access to the market. 

Two satisfied customers have had this to say about 
the product: DJ. Martin, independent trader with an 
MBA from New York University (NYU), whose dream 
was to move to Chicago and strike it rich as a trader. He 
moved to Chicago during the summer of 1997. Over the 
next 4 years, D.J. came close to losing his nest egg more 
times than he cares to remember,- however, he always 
managed to fight back and make enough to live on. He 
realized there was something missing in his trading, so 
he made the change to TT during the summer of 2001. 
Since switching to TT, he has not had a losing week, 
has had 6 straight winning months, and has strung to¬ 
gether 94 winning days in a row. "Since I started using 
TT, my income has increased by almost $600,000 a 
year. My trading approach has remained the same; 
therefore, I must conclude my recent success is directly 
related to using MD_Trader™ and other innovative tools 
and cutting edge technology offered at TT." This from 
Chuck McElveen, owner/operator Kingstree Trading, a 
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large Chicago-based proprietary trading firm that ac¬ 
counts for the largest percentage of daily mini volume 
traded at the Chicago Mercantile Exchange (CME). 
"Since opening our doors, TT has been our company¬ 
wide solution for trading software. Without question, 
we could not have achieved the same success or traded 
as much volume without MD_Trader™. No other appli¬ 
cation allows you to fully capture the flow of the mar¬ 
ket and to capitalize on that flow with speed and preci¬ 
sion. Our relationship with TT goes back to the 
company's inception, so it's difficult to assign a dollar 
amount or percentage by which they have contributed 
to the bottom line. I can say, however, that having my 
traders use TT front-end has positively impacted prof¬ 
itability at Kingstree Trading." With speed being our ba¬ 
sis of comparison, TT has the others beat hands-down. 
The process is faster and more reliable. 

The next layer of comparison is looking at what front-end 
providers have done to differentiate themselves from a value- 
added perspective. This is where TT has really distinguished 
themselves. They have created automated order execution and 
management tools. At this point in time, the application that re¬ 
ally sets TT apart from the rest of the competition is the Au¬ 
tospreader. The Autospreader allows for the entry of two-legged 
spreads with a high degree of reliability. The key word here is re¬ 
liability; it is one thing to offer the functionality, yet another to 
deliver. There is no worse feeling than entering a spread order, 
getting hit on one leg, and subsequently watching the market 
move sharply against you. The Autospreader allows the trader to 
set up a spread and enter spread orders in an MD_ Trader™ dis¬ 
play. After an order is entered, the tool automatically enters or¬ 
ders into the outright legs and manages those orders. The Au¬ 
tospreader automatically sends offset orders into the other leg 
once an order in one leg has been filled. 

Figure 13-13 is a screen capture of the Autospreader with the 
corresponding underlying futures contracts. The Autospreader is 
the leftmost MD_Trader™ display, and the futures contracts are 
the right two MD_Trader™ displays. In setting up the spread ma- 
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Figure 13-13 Autospreader with corresponding underlying futures contracts. 


trix, the creator inputs the bias, weighting, price display prefer¬ 
ence, fudge factor, and a number of other user-defined parame¬ 
ters that control how the spread order is entered and managed. In 
setting up your spread template, each spread is color-coded and 
that color is used to enter orders in the MD_Trader™ display so 
the trader can differentiate between outright and spread orders. 
Once the spread order is entered into the Autospreader, the com¬ 
ponents are entered and modified with the changes in the un¬ 
derlying to maintain the inputted spread relationship. You can 
see the spread order in the Autospreader and the corresponding 
bid and offer in the Mini S&P and Mini Nasdaq. 

TT is also working on another automated order execu¬ 
tion/management tool that is due to be available shortly after 
the publication of this book. This automated order execution 
tool, to be called Autotrader, is an order routing application that 
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can be used by systems traders to trade their black box. For ex¬ 
ample, any single indicator or group of contingency signals can 
be routed through a TT front-end and executed. Multiple ac¬ 
count management and embedded formulas are accepted by the 
system, making this feature useful for the managed funds indus¬ 
try. Autotrader will be a utility within X_TRADER® allowing for 
system-generated signals to be executed via an Excel or Visual 
Basic (VB) link. Autotrader will list contracts traded within the 
system, account numbers, open positions, current bid/ask mar¬ 
ket, and working orders. As the mix of contracts traded in your 
system becomes larger or smaller, the Autotrader window can be 
sized accordingly. 

Recall the apex of the Market Profile flow chart pyramid is 
automated signal generation and execution of those signals. The 
apex of the access flow chart pyramid is point and click technol¬ 
ogy in order entry, which we has been automated with tools such 
as TT's Autospreader and Autotrader. The apex of our pyramid 
(the traders) is moving our energies to management of trades and 
away from being an observer. Make the computer the observer, 
let it process information based on our ideas, systematize those 
ideas, and then objectively generate signals off those ideas. 

An Excel application can be used by third-party vendors to 
display their proprietary indicators in the MDJTrader™ display. 
Proprietary indicators such as volume excesses, page2 marks, 
bias indicators, and directional arrows generated by the likes of 
Capflow32 can be color coded and displayed as markers in the 
MDJTrader™ display in dynamic indicator columns to the left or 
right of the static price array. This focused output is the result of 
a system running in the background and updating the order rout¬ 
ing system with relevant processed data. Figure 13-14 is an 
MDJTrader™ display of the Mini Nasdaq with that additional 
column to the left or right of the book bid and offer columns, re¬ 
spectively. We have created our markers in this example off a 
link to Capflow32 referencing page2 marks and directional ar¬ 
rows. For display purposes, we have color-coded the markers 
white and off-white. Copying levels or signals into the dynamic 
indicator columns of the MDJTrader™ display serves two pur¬ 
poses: getting information to you in a timely fashion and elimi¬ 
nating the need to jockey back and forth between systems. 
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Figure 13-14 MD_Trader™ display of Mini Nasdaq with additional column for markers. 


The innovation pipeline at TT is always open, working on 
making a better product for the professional trader. And who 
will be helping to stoke that pipeline? None other than Harris 
Brumfield—trader, innovator, and visionary. Whether it be in 
the controlled chaos of the Treasury bond pit at the CBOT or sit¬ 
ting behind a screen trading electronically, Harris Brumfield has 
always been a force to reckon with. While he was still one of the 
largest locals trading on the floor, Harris began his transition to 
upstairs trading in 1998. Why make the change? Because the 
screen could accommodate his size better than the floor. His ex¬ 
periences and success on the floor soon made him realize some¬ 
thing was missing in the existing screen-based displays. That 
started a relationship with TT that still exists today. First, he 
contracted with TT to develop some of his ideas concerning 
screen display. The process went through many iterations and 
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the end result was MD_Trader™. By the time this came to 
fruition, Harris was the largest shareholder in the privately held 
company. In addition to the MD_Trader™ ; Harris is credited 
with developing the one-sided trading card, which is used on 
many open outcry exchanges. Owing to these innovations and 
others, his peers have called him a visionary. Rest assured that 
this creative genius will continue to hone his wares, keeping TT 
at the head of the pack in electronic order entry. 

By running Capflow32 parallel to the TT front-end, the trader 
has turned his or her desktop into a virtual exchange. With a 
desktop exchange, the limitations fall squarely on the shoulders 
of the user and his or her creativity or lack thereof. Your business 
resides on your desktop and consists of connectivity, order rout¬ 
ing, and content. From there an empire can be built. 


Other Access Options 

Now let us try to determine what is the best form of access. 
Remember, there are basically three forms of access: floor, elec¬ 
tronic, and phone. Phone immediately falls to the bottom of 
the list owing to cost, delays in getting orders entered, delays 
in fill confirmation, and communication errors. On an elec¬ 
tronic platform, the cost of trading is substantially less than 
the standard phone access but more costly than trading directly 
on the floor. On the flip side on the coin, cost of floor access 
(owning or leasing a seat) is more costly than licensing a front- 
end. In fact, the expense of a clerk is more than the licensing 
fee of the front-end. The advantage is really shifted to elec¬ 
tronic order entry when you look at diversity of access offered 
by the electronic platform versus the limitations of trading on 
the floor and narrowing your focus to trading in just one pit. 
When markets are moving with liquidity, there is not a better 
place to be than on the floor,- however, when volatility comes 
in and volume dries up, floor traders do things solely for finan¬ 
cial reasons—in other words, trading a larger and larger unit to 
make the daily nut. Our double-edged sword cuts once again 
because trading with leverage (larger and larger unit) is great 
when you are right but can be a killer when you are wrong. 
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Contrast that with trading multiple exchanges, looking over a 
spectrum of markets, finding the best opportunity, and the 
choice should be simple. The clear choice is trading opportuni¬ 
ties off the floor with electronic access. 

Earlier, we touched on a hedge fund going belly up and the 
possible causes of this. Whether it is lack of discipline, operator 
error (incorrectly entering quantity or direction), or miscalculat¬ 
ing position or risk of position, all of these potential problems 
are addressed with the risk management software offered by TT 
called X_RISK™. This should be a comforting thought for all par¬ 
ties involved: the investor, the clearinghouse, and the trader. 
Open positions are tracked mark to market with a running profit 
and loss. The clearinghouse sets limits (quantity traded and cur¬ 
rency loss amounts) for all accounts. This controls the potential 
for career-ending mistakes and also the effect a rogue trader can 
have on a firm. 

In this chapter, titled Trading, Technology, and the Future, 
we have addressed the ways to make money in trading: via con¬ 
tent and via access. To close out this chapter, I would like to 
make an agricultural analogy. In trading, we have defined con¬ 
tent as finding an opportunity. From an agricultural standpoint, 
could we not equate finding a trading opportunity to producing 
a crop? Second, in trading, we have defined access as the order 
routing process. From an agricultural standpoint, could we not 
equate the order routing process to the delivery mechanism for 
the crop? By that we mean harvesting the crop and getting it to 
the end-user. Did you know that over the past 10 years, Russia 
has been a buyer of grains from the United States, South Amer¬ 
ica, and at times, China? This was necessary to support their dis¬ 
tressed population. Did you also know that over that same time 
horizon, Russia has produced some bumper crops. You might 
ask how could this be, why would they still need to import? The 
answer is, they might be able to produce the grains but they can¬ 
not deliver it to where it is needed. It might be sitting out there 
in the field, but they do not have the modern machinery needed 
to harvest the crop in a timely and efficient manner nor do they 
have the infrastructure to deliver the goods. In fact, when they 
do get the grains out of the field and loaded into railcars, as much 
as half the crop is lost owing to an outdated rail system (rusted- 
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out railcars with holes), spoilage, and pilferage along the way. 
Russia has the content (grains) but not the access (delivery 
mechanism). 

Now let us look at a country like Japan, which also imports 
grains. Japan is technologically advanced and modern and has a 
good infrastructure in place. There is a large population to feed 
and no acreage to produce the needed foodstuff. Japan has access 
(delivery mechanism) but no content (grains). 

Lastly, let us look at the United States, which is a net ex¬ 
porter of grains. This may be a bit of an exaggeration, but it has 
been said that the United States feeds the world. There is acreage 
to plant, a climate for growing, technology, and infrastructure 
needed to produce and deliver the goods. The United States has 
access and content. Should we as traders not be doing the same 
thing, looking for a blend of the two (access and content) to make 
ourselves as self-sufficient as possible? 

The last word: I would like to leave you with a quote from 
Calvin Coolidge (1872-1933). 

Press on: nothing in the world can take the place of per¬ 
severance. Talent will not; nothing is more common 
than unsuccessful men with talent. Genius will not; un¬ 
rewarded genius is almost a proverb. Education will not; 
the world is full of educated derelicts. Persistence and 
determination alone are omnipotent. 




ENDNOTES 


Those wishing to expand their horizons on the material covered 
in this book may contact the coauthor, Steve Hawkins, at his 
website, profiletrading.com. This site provides information on: 

Steidlmayer Software products 

• Capital Flow 3.7 

• Capflow32 

• Product creation 

Trading Technologies 

• Order routing 

• Trade management 

• Risk management 

• Systems interface 

Education 

• Market Profile 

• Advanced Market Profile 

• Latest developments in Market Profile 

Money management and systems development 

• Integrating content and access, the total solution 

• Black box development 

Thank you to Don Jones at Cisco Futures and CQG for allowing 
the use of their screen displays in the book. For more informa¬ 
tion on these companies or the services they offer, contact Cisco 
Futures at Cisco-futures.com or CQG at CQG.com. 
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and ordinary technical analysis, 
compared, 56 
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Market Profile ( Continued ) 
as normal distribution curve, 58, 
59f 

as technical information, 47 
basic principles of, 56-57 
chart, reading of, 57-59 
creation of, 73 
graphics, 21-23, 22f, 23f 
graphing of, 51 

in conjunction with observations 
and experiences, 95 
market-imposed timeframe and, 66 
of neutral day, 63, 63f 
of nontrend day, 60, 61 f 
of normal day, 62, 62f 
of normal variation day, 61, 61 f 
of running profile neutral day, 64, 
65f 

of trend day, 62, 62f 
reading information communicated 
by, 56 

spread between bund and bobl, 92f, 
93-94, 94f 

spread between Nasdaq and 
Standard and Poor, 93, 95f 
standard criteria, Dow futures 

contract graphed to, 52-53, 54f 
understanding of, 51-96 
uses of, 94 

Market Profile+, 199 
Market Profile display, 186-188 
Market Profile flow chart pyramid, 
187f, 187-188 

Market time, 70, 72, 189-191 
Market time database, 189-191, 190f 
Marketplace, common laws of, 

35-36 

Mattel Inc., daily bar chart of, 120, 
120f 

excess in spreadsheet of, 118-119, 

119f 

MD_Trader™ display, 205-206, 205f, 
208-209, 21Of 

Minimum trend(s), and market 
activity, 19 
charting of, 21-28, 22f 


definition of, 19-20 
grouped to form bell curve, 20f, 
20-21 

John Schultz and, 19-21, 58, 

67-68, 127 

profile, hypothetical, 27, 27f, 28f 
Minus development, 176, 177, 178 
Money, ways to make in trading, 186 
Municipal Bond Index, traded on 
Chicago Board of Trade, daily 
profile display of, 75-76, 76f 

Narrow-range days, 41-42 
Note contract, 5-year, on floor 
information numbers and, 
113-114, 114f 

Novellus Systems, excess and, 
120-121, 121f 
zero line, 122-123, 123f 

Observation, and understanding for 
results, 6 
learning by, 33 

On floor information, buying, 102 
description of, 97-98 
display, of 30-year Treasury bond, 
104f, 104-105 

referenced, daily profile display 
of, 155-157, 156f 
standard, 103f, 103-104 
interpretation of, steps in, 113-114 
numbers, 101, 113, 155-156 
affixed to respective profile, 

15 7f 

ratio, 101, 102 
selling, 101 

understanding of, 101-105 
One-tick scale, 178f, 178-179 
Order, and control, secrets of, 6-7 
bell curve and, 18 
Order-routing system, 56-57 

Page2 information, 193f, 193-194 
Parallel activity trading, 159-162 
Phelps Dodge Corporation, Market 
Profile of, 22, 23f 



Index 


221 


Philip Morris, daily bar chart of, 171, 

1731 

daily Market Profile of, 171, 172f 
Price|s), and value, relationship 
between, 18 
as messenger, 153 
behavior around, bell curve and, 

20 

continued erosion of, to downside, 
76, 77 

early entry activity, 155, 158 
series of, in one direction, 71 
to attract traders, 9 
zone of, 112 

Price areas, different, 127-128 
Price database, 106 
Problems, importance of facing, 5 
Product creation, 198-201 
Push and pull of participants, 138 

Range extension, 85-86 
Responsive activity, 89-92 
Retracement, 71 
Risk, control of, 150 
Rosenthal, Les, 43-44 
Royal Dutch Petroleum, daily bar 
chart of, 92, 93f 
Rubin, Robert, 186 

Schultz, John, and minimum trend, 
19-21, 58, 67-68, 127 
Sears stock, volume@time output, 
107, 108f 

Self, looking beyond, 7-8 
Selling below value, 90, 91 f 
Selling tail, 83 
Single prints, 171-176, 174f 
Sony Corporation, Market Profile of, 
90, 91 f 

Soybeans, July, display of, 73-74, 74f 
Spreadsheet, of Mattel Inc., excess in, 
118-119, 119f 
Stand-alone strategy, 163 
Standard deviation, concept of, 58 
Steidlmayer, J. Peter, breaking in as 
trader, 30-31 


Chicago Board of Trade and, 28, 29 
college years of, 15-28 
early lessons of, 3-13 
in Chicago, 29-36 
Steidlmayer bar chart with DMR 
overlay, 195-196, 196f 
Steidlmayer distribution, 131-138 
and speed of market movement, 
137-138 

illustration of, 132f, 133-136, 135f, 
136f 

versus normal distribution, 
132-134, 133f 
Steidlmayer Method, 3-47 
Steidlmayer theory of markets, 
125-129 

Stock, value of, market conditions 
and, 32 

Stops, 150-151 

Success, equation for, 32, 39, 143 
Symmetrical neutral day, 167 

Technical analysis, ordinary, and 
Market Profile, compared, 56 
Technical information, fundamental 
information, and market, 46-47 
Time clock, internal, of market, 
73-75, 78-79 

Time/price opportunity(ies), 51-53, 
57, 74 

composite profile, 77f, 77-78 
count, 86 

interpretation of, 86-87, 87f, 88f 
value area, 89 
wide point, 76-77, 79 
Timeslots-used matrix, 75-81 
Trade(s), anatomy of, 145-180 
and limitation of number of 
contracts traded, 150 
methods to improve, 151-152 
opportunities for, limiting of, 151 
looking for, 147-148 
to price to stop market, 71 
Trade facilitation, 131 
phenomenon of, 33 
Trade management, 149 
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Trade setups, 151-152 
Trader(s), as objective observer of 
market, 139-140 
beyond-the-day, 129 
capital-safe, 181 
commodity, 16 
article on, 15 
loss of money by, 19 
continuing education needed by, 
146 

day time frame, 129 
early lessons of, 3-5 
following through on task, 6 
fundamental, 147 
game plan for, 146-151 
generic approach for, 147 
guidelines for, 182-183 
ideal position for, 113 
intuitive, 147 

long- and short-term, exposure and 
excesses and, 33-35 
looking for endings, 81 
market discipline and, 142-143 
opportunity time frame, 129 
price to attract, 9 
requirements for, 181 
sense of price/value relationship 
of, 183 

strategy of, creation of, 149 
successful, elements of, 3 
profile of, 181-183 
systemic thought process of, 147 
technical, 147 
unselfishness of, 8 
Trading, compared to football, 145 
day structure, 163-168 
high level of, creation of, 

176-180 

intuitive aspect of, 95 
parallel activity, 159-161 
recognizing opportunities and 
getting edge, 202 
shortest time horizon, 153-154 
technology, and future, 185-214 
use of latest technology for, 203 
ways to make money in, 186 


Trading day(s), market-imposed 
timeframe of, 67 

neutral, Market Profile, 63-64, 64f 
nontrend, Market Profile, 6If, 
61-62 

normal, Market Profile, 62f, 62-63 
normal variation, Market Profile, 
61f, 63 

running profile neutral, Market 
Profile, 65f, 65-66 
structure of, matrix of, 66, 66t 
trend, Market Profile, 62f, 63 
types of, 34 

Trading program, creation of, 18 
Trading Technologies International, 
new automated order tool, 209 
X_RISK™, 212 
X_TRADER® of, 205, 206 
Trading volume, charting of, formula 
for, 25 

Trapped money, 88-89 
Treasury bond(s), 30-year, daily bar 
chart of, 104, 104f, 111, 11 If 
Liquidity Data Bank printout of, 
109-110, llOf 

on floor information display of, 
103f, 103-104 
traded at Chicago Board of 
Trade, 69 

daily Market Profile display of, 

164, 165f, 166f, 166-167 
Tribune Company, extremes and, 84, 
84f 

Trust, and freedom, 4 
Two-month profile, 69, 70f 

Understanding, and observation, for 
results, 6 

United States note, 10-year, 26f, 27 

Value, and market conditions, 10 
buying below, 90 

price and, relationship between, 18 
selling below, 90, 91 f 
Value area, calculation of, 89 
definition of, 89 
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Volume database, 106 
Volume excess, 117-123 
Volume$ excess, location of, in chart 
display, 121-122, 122f 
Volume studies, 153-154 
Volume@time, 97, 98 
information generated from 

Capflow32, 106, 107f, 114-115 


interpretation of, steps in, 
114-115 

output measurement of, 115 
understanding of, 105-107 

Zero line, 123 

Novellus Systems, 123, 124f 
Zone of prices, 112 



